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the busier you are... 
the more you'll like 


LAWRENCE! | 


... because saving your time 
is such an important 
ingredient of our service 


Most employment agencies do a lot of talking about 
their screening procedures. We don’t. Our careful 
screening plan speaks for itself... in results. 


Results for our clients because it saves them 
valuable time and produces the kind of 
high-type, competent personnel they want. 


Results for us because it is continually 
winning new clients and keeping old ones 
coming back year after year after year. 


May we have the opportunity to prove 
how smoothly it can work for you? 


And, of course, we are 
ACCOUNTANT-STAFFED 
—another advantage 

for you and your clients. 
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hich of your client’s customers is a lemon? 


8 impossible for a credit loss to sour the 


ancial picture of the company who uses s 
einhard’s factoring service. We are “‘old line”’ 
ctors. That means we buy receivables for cash 


ithout recourse for credit failure, take full & company inc, 





sponsibility for collecting. In addition, Mein- 
ard will over-advance an account to carry pre- 390 4th Ave., N.Y. 16 - OR 9-3380 
eason inventories. Many of your clients might : 

Jest sid | meinhard WESTERN INC. 


nd this service exactly what they need to add 
inancial safety and flexibility to their operation. 400 South Beverly Drive, Beverly Hills, California 


We'll gladly give you more facts. 
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Accounting News And Trends 


AUDITING WELFARE PLANS 

“Auditing for Health and Welfare 
Benefit Trust Funds” prepared by the 
San Francisco Chapter of the Com- 
mittee On Health And Welfare Funds 
(THE CALIFORNIA CPA, May 1959) 
is a follow up to the “Statement of 
Accounting Principles For Health and 
Welfare Funds” previously commented 
upon in this department (May 1959). 
The article covers such topics as: ac- 
counting methods, internal control, 
scope of examination, and reporting. 

In discussing the scope of the ex- 
amination, the committee points out 
that there are certain features peculiar 
to most health and welfare funds that 
deserve special attention in consider- 
ing the scope of work to be under- 
taken. These would include (1) the 
accounting for contributions and the 
determination that all amounts prop- 
erly due the fund from each employer 
were received and recorded by the 
fund, (2) the testing of claims for 
documentation, eligibility, propriety of 
settlement, etc, and (3) the audit of 
premiums paid to insurance carriers 
and, where applicable, brokerage pay- 
ments to agents. 

Where contributions are derived un- 
der multi-employer plans considerable 
care must be exercised in determining 
whether a fund follows proper pro- 
cedures and checks to insure that 
amounts reported to it are proper un- 
der controlling agreements. Trustees 
of health and welfare funds are vitally 
concerned with the determination that 





ACCOUNTING NEWS AND TRENDS is 
conducted by CHARLES L. SAVAGE, 
CPA. He is presently serving as a member 
of our Society’s Committee on Legislation. 
Dr. Savage is professor of accounting and 
chairman of the Business Administration 
Division of St. Francis College. 
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all money owing a fund is collected 
from employers. Trustees may pro- 
vide for cross checks on employers 
reporting through tests of employment 
records maintained by labor unions, 
through employee self-reporting, or 
through other independent means, 
They have the duty of assuring them. 
selves that the fund has received 
amounts properly due it and the re. 
sponsibility for initial policing of en- 
ployer reports and payments does not 
rest with the auditor. 

Accordingly, the customary audit 
by an independent public accountant 
is not expected to embrace an audit 
of multi-employer payroll records to 
support accuracy of reported contribu- 
tions. The approach and extent of 
his work will depend a great deal on 
the system of internal check placed 
in effect by the trustee. The auditor 
will frequently have to employ r- 
sourcefulness and imagination in as- 
certaining means whereby he can rea 
sonably form an opinion as to the 
fairness of contributions reported by 
employers, without auditing such em- 
ployers’ records. If the internal pro- 
cedures of the fund or other sources 
do not provide such means, the prac- 
tical result is a limitation on the scope 
of his examination. Confirmation of 
amounts reported by employers through 
direct communication with them is 
frequently used to test the  interndl 
control surrounding the recording of 
such items but, of course, this provides 
no assurance that the reports are in 
fact substantially accurate or complete. 

Some accountants contend that an 
opinion can be rendered, without qual 
ification, on financial statements if 
their auditing procedures have satisfied 
them as to proper handling of funds 
received without regard to other funds 
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which may be legally receivable up. 
der terms of applicable collective bar. 
gaining agreements. The committee 
states, however, that the expression of 
an unqualified opinion by the auditor 
on the financial statements clearly im. 
plies that in his opinion the income 
from employers’ contributions is stated 
fairly in relation to such financial 
statements. If the auditor cannot a- 
sume this responsibility, he must ex- 
pressly deny it and explain his rea. 
sons for such denial or word his opin- 
ion in such a way that he assumes 
responsibility only as to the fairness 
of the employers’ contributions r- 
ported to the fund. 


PARTNERSHIP WITH A NON-CPA 


The published rulings of the Con- 
mittee on Professional Conduct of the 
Illinois Society of CPAs, previously 
mentioned in this department, con- 
tinue to present situations of interest. 
The NEWSLETTER (February, 1959), 
for example, discusses the matter of a 
partnership with a non-CPA. In add 
tion to the restriction imposed by the 
Illinois Accountancy Law which pre 
cludes the use of the terms CPA or PA 
unless all partners are so qualified, 
the Committee reminds young practi- 
tioners— who most frequently ask the 
questions—that Rules 3 and 6 bear 
on this subject. Rule 3 prohibits fee 
splitting with the laity (i.e., all non 
CPAs) while Rule 6 prohibits a mem- 
ber from expressing his opinion unless 
the financial statements “‘. . . have been 
examined by him, a member or ¢m- 
ployee of his firm, a member of the 
AICPA .. .” or a CPA of another 
state. The Committee counsels mem- 
bers that partnerships properly should 
be only between CPAs who are regis 
tered to practice. If, for economic of 
other reasons, a member contemplates 
association with a non-CPA, it should 
be on an employer (the CPA)-¢i 
ployee (the non-CPA) basis. 
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This Rule 6 is also violated in those 
cases where practitioners give their 
opinion on examinations actually made 
by non-CPAs. The rule specifically 
prohibits a member from expressing 
his opinion unless it is, in fact, his 
opinion. The Committee interprets the 
“examination” referred to in the rule 
to entail considerably more responsi- 
bility than a cursory examination of 


working papers. 


RECOGNITION OF CPA PROFESSION 
BY STATE LEGISLATURE 


With understandable pride, the CPA 
NEWSLETTER (June 1959) of the 
California Society of CPAs devoted 
the major part of its first page to the 
following recognition of the profession 
by the Assembly of the State of Cali- 
fornia: 

“WHEREAS, The California Society 
of Certified Public Accountants, which 
was organized and incorporated in 
1909, will celebrate its Fiftieth Anni- 
versary beginning with its fiscal year 
June 1, 1959; and 

“WHEREAS, During the past half 
century, the number of certified public 
accountants in California has grown 
from a meager 85 in 1909 to over 
7,600 in 1959; and 

“WHEREAS, Because of the highly 
specialized and technical services 
which he renders, the certified public 
accountant has become increasingly 
important to the business and financial 
community in this state and an integral 
part of the proper functioning of our 
state and local governments; now, 
therefore, be it 

“RESOLVED by the Assembly of 
the State of California, That the Mem- 
bers of this House take this oppor- 
tunity to express their sincere congrat- 
ulations to The California Society of 
Certified Public Accountants on the 
occasion of its Fiftieth Anniversary 
of service to the people of this state.” 
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LIGHTNING! 


COMBINED SALARY DEDUCTION TABLES: Type 
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contain ‘‘concentrated-in-one spot’ informa- 
tion for deductions from salaries to $112.99 
(up to 5 exemptions) covering Federal With- 
holding, New York Withholding, Social Se- 
curity and New York Disability. $2.00 post- 
paid. Type B deduction tables for other 
states containing deductions for Social Security 
and Federal Withholding of salaries to $112.99 
(up to 5 exemptions). $1.25 postpaid. Both 
types cover full-time and part-time employees. 
CLIENT PAYROLLS CALCULATED LIKE LIGHT- 
NING. Allow 3 weeks for delivery. Write 
SPEED-CHARTS, 45 North Atherton Av- 
enue, Kingston, Pennsylvania. 
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Letters to the Editor 


DEVELOPING AN EFFECTIVE 
FEE STRUCTURE 


“Time” is the accountant’s inven- 
tory and he must guard it as well as 
he recommends safeguards for his 
client’s assets. We in our firm go to 
great extremes in the accountability of 
time. For instance, all the hours and 
salary costs are controlled and dis- 
tributed to the various categories such 
as chargeable time to clients, service 
department, management, staff train- 
ing, holidays, etc. Individual ledger 
accounts accounting for the hours, are 
maintained for each partner and staff 
member. Various cross controls are 
maintained to keep this information 
in balance for each two-week period. 
Our personnel are required to submit 
for a two-week period detailed time 
summaries for each engagement and 
also time summaries accounting for 
the eighty hours. 

The chargeable hours are posted 
and controlled to the client “memo- 
randum of billing” and when the en- 
gagement is completed these hours are 
extended at the rates of the individual 
involved. These rates are standard for 
all offices. We then arrive at the total 
standard fee for the respective engage- 
ment and determine the percentage of 
standard to the actual fee. This per- 
centage of standard is the measuring 
stick which will then start us off on a 
careful review of our programs. 

This memorandum of billing is very 
useful in the event that an increase in 
fee is required and we do not hesitate 
to submit it to the client for his re- 
view. We believe the client is im- 
pressed by the fact that we ourselves 
exert such time controls. In this re- 
spect, two important tools are used. 
First, is a Budget and Time Sum- 
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mary which is prepared before the 
commencement of the engagement 
and second is a Progress Report whid 
is prepared weekly during the progreg 
of the audit. j 

The Budget and Time Summary i 
printed on a wide columnar work! 
sheet with headings somewhat as fok 
lows: cash, receivables, inventories, 
prepaid expenses, fixed assets, etc. 
actual hours required for the previous 
year’s audit by type of work are re 
corded as the first item on the sum 
mary. The budget for the current 
year’s examination is then indicated, 
This budget is prepared by the senior 
in charge of the engagement and te 
viewed by the supervisor or partner 
or both. We have found that mo 
time reductions can be made at this 
stage of audit preparation. If the time 
required in the verification of a partic 
ular asset or liability seems unduly 
high for the previous year, the work 
ing papers are reviewed to determine 
the reason. On the basis of such te 
view, the budgeted forecast hours fa 
such accounts may be reduced com 
siderably. 

During the progress of the engage 
ment, each staff accountant’s name if 
noted on the Budget and Time Sum 
mary, together with the hours required 
to perform each phase of the work 
Each week the senior in charge pie 
pares a Progress Report. This repott 
shows the total hours on the engage 
ment at the beginning of the week 
the hours for the current week, ane 
the total hours to date. This is sum 
tracted from the budgeted hours, ant 
the remaining hours might normaly 
represent how much time would | 
required to complete the engagement 
Just under such remainder is a bom 
captioned “estimated hours to come 
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plete.” If these hours are substan. 
tially different from the theoretical 
remainder, the senior is required to 
make a statement on the Progress Re. 
port giving his reasons for the an. 
ticipated variations from the budget, 

Our experience indicates that effec. 
tive time control may be achieved by 
the use of the two reports discussed 
above. 

This may appear to be an insur 
mountable volume of detail and yet 
in our Newark office, with a staff of 
over 100 personnel, all the bookkeep- 
ing work, billing, payrolls, time con- 
trol, and periodic reports to the exec- 
utive office, are handled by only two 
girls. We do use a National Cash 
Register (class 31) machine, but it 
was not so long ago that we did it 
all manually. 

It is my opinion that only with this 
strict control of time are we in a po- 
sition to intelligently set an effective 
fee structure. 


JAMES E. MITCHELL, CPA 
(Peat, Marwick, Mitchell & Co.) 
Newark, N. J. 


A ONE-YEAR INTERNSHIP 
PROGRAM 


I would be interested in learning 
the reactions of the readers of this 
magazine to a proposal for the estab- 
lishment of a one-year internship pro- 
gram. Interested and qualified stu- 
dents, at the end of their junior year, 
would be given the opportunity to 
work as interns in suitable public ac- 
counting firms for an entire academic 








APPRAISALS 


NATIONAL ORGANIZATION OF 
APPRAISAL ENGINEERS 


STANDARD APPRAISAL COMPANY 


e1TTSBURGH 6 CHURCH STREET aaneies 
BOSTON | gia NEW YORK, N. Y. gf. Louis 
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year, obtaining college credits there- 
for on the basis of performance ratings 
by a principal in the firm to be re- 

rted to the college and the student. 

The student would gain work ex- 
perience superior to that provided by 
dehydrated case study material in an 
accounting or auditing laboratory 
course. He would also gain his ex- 
perience in a logical and coherent 
manner, gradually building up, through 
an indoctrination period and interim 
work, to a seasonal peak of work and 
would still have time to take part in 
the completion and final evaluation of 
the work done. It is true that the un- 
dergraduate course would be length- 
ened by one year but only for the 
public accounting program. Yet it may 
well produce more highly qualified en- 
trants to the profession. 

The employer would obtain light 
junior help at a time when such help 
would be of use. Moreover, such help 
would come to him on a one-season 
trial basis. He would have the choice, 
at the end of the trial period, to ar- 
range for possible future employment 
of an intern whose character traits 
and work habits had proved satisfac- 
tory, or to recommend to the intern 
and the college that consideration be 
given to a career in private account- 
ing or in some other phase of business. 
During the internship season the prin- 
cipal in the public accounting firm 
would keep getting first-hand evidence 
as to the intern’s willingness and abil- 
ity to learn, his grasp of essentials, his 
work habits and many other personal 
characteristics, such as his ability to 
get along and cooperate with other 
people. He may even determine the 
presence and degree of independent 
thinking on the part of the intern, so 
Vital to the profession, yet so difficult 
to impart. 


JOHN Rapp, CPA 


(Fedde & Company) 
New York, N. Y. 
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Whatever the appraisal need, an American 
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Does your client need 
*Financing? 


Lowest Rates on accounts 
receivable. Non-Notification. 


For 33 years we have spe- 
cialized in liberal loans on ac- 
counts receivable. Simplest 
handling plans. Loans on 
machinery, too. 


Deut 


Phone or write Mr. Dworsky 
FIDELITY FACTORS 
1440 Broapway, N. Y. 
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on a low-cost, pay-as-used basis. 
' For your clients who have tabulating de- 

partments, STATISTICAL’s facilities are avail- 
able to cut costs in handling overloads, con- 
versions or other special assignments. 

Our methods engineers are ready to work 

| with you in applying automatic techniques 
" for your clients. 


* Sales Analysis 
* Inventories 
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* Accounts Receivable 
and Payable 
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* General Accounting 


* Production Planning 
* Payroll 
* Association Statistics 
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* Insurance Accounting 


* Market Research 
Tabulations 





* Electronic Computer 


Service Facilities at STATISTICAL include IBM 650 


computers which open up new avenues of 
cost control to management. 











Just write or phone Digby 9-2424 






& fi oe et 


STATISTICA 


TABULATING CORPORATION 


stablished 1933 
TABULATING + CALCULATING + TYPING 
TEMPORARY OFFICE PERSONNEL 


100 Church St., New York 7, N.Y. 
Phone DIgby 9-2424 
CHICAGO + NEWYORK «+ ST.LOUIS + NEWARK 
CLEVELAND + LOS ANGELES + KANSAS CITY 
SAN FRANCISCO + MILWAUKEE 
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INTERNATIONAL CORRESPONDENCE SCHOOLS 













World's lorgest home study school, 
famous since 1891 as “Alma Mater’ to distinguished 
graduates in oll walks of life—more than 6,750,000 

students today—1.C.S. has also achieved prominence in 
the field of employee training. Throughout the United 
States ond Canada, 5,977 top firms ore presently training 





employees through 1.C.S. job-related instruction 


ley. 
om- ' gia D ieee oa 
out : _ 
on- 


On- 


ork 
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Wiationals with Tape Recorders return 


150% annually on our investment.” 


International Correspondence Schools, Scranton, Pa. 
Division of International Textbook Company 


“LCS. is built on the concept of individual, personal attention to the 
student — the kind of attention that keeps us ‘by his side’ every step 
of the way through his training with us. 

“This demands the best of student service in all phases of our op- 
eration. It's particularly true in our Student Accounts Division, where 
posting more than 75,000 active accounts, plus our need for timely 
statistical reports, demands a highly efficient system. Punched paper tape is created auto- 

“Our five National Class 32 Machines and National Punched Paper matically as a by-product of posting 
Tape Recorders return 150% annually on our investment. As an inte- student accounts. 

- part of our accounting department, these machines provide a uni- 

orm flow of data on punched nf 

Paper tapes which have greatly i he [Lamas 
simplified our accounting pro- 

cedures."’ 


“TRADE MARK REG. U.S. PAT. OFF, 


- gccoenrins scat as 
THE NATIONAL CASH REGISTER COMPANY, Dayton 9, Ohio “ADDING MACHINES + CASH REGISTERS 


1039 OFFICES IN 121 COUNTRIES mcr papre (No Carson Rrovire} 
75 YEARS OF HELPING BUSINESS SAVE MONEY eR _ 





President, International 
Correspondence Schools 
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MR. ACCOUNTANT! 















You don’t have to be a space engineer to know 
how to get your client’s business into orbit 


HERE’S HOW THE MEADOW BROOK “TWO-STAGE ROCKET PLAN” WORKS 





Without outside financing and by using his own capital as 
the first stage, you know that your client is able to get his 
business off the ground at least to where he can realize a profit 
However, if you advise your client to take advantage of out | 
second stage (a Meadow Brook revolving credit plan) you 
wil] see how he can really get his business into orbit. 








MR. “MEADOW BROOK” 





FOR FURTHER INFORMATION CALL MR. HENRY DENGEL 
IVanhoe 1-9000 — West Hempstead, N. Y. 


The 


Velek@hoysics/ Mitel 
—— 





MEMBER FEDERAL DEPOSIT INSURANCE CORPORATION 
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The Codes of 
Professional Conduct 


There are many different codes of professional con- 
duct affecting CPAs in the United States today. The 
American Institute has its own rules of conduct. Each 
State Society of CPAs has its rules as do many State 
Boards of Accountancy. 

It is interesting to compare these codes and to 
observe differences in wording. While they differ con- 
siderably in detail there is a certain similarity in most 
of the essentials. In general the essentials in these vari- 
ous codes can be summarized under five main classifi- 
cations as follows: 

PERSONAL STANDARDS—the need for moral char- 
acter, integrity and competence; the need for observing 
the confidential relationship with clients. 

INDEPENDENCE—the need for complete objectivity 
in all professional work and for disclosure of relation- 
ships that might seem to impair independence. 

TECHNICAL STANDARDS—the need for the CPA, in 
expressing an opinion on financial statements, to con- 
form with generally accepted auditing standards and to 
clearly indicate the degree of responsibility assumed by 
him in his examination. 

PROHIBITIONS—prohibitions against various prac- 
tices considered undesirable, such as advertising, solici- 
tation, contingent fees, competitive bidding, sharing fees 
with persons not engaged in the practice of public 
accounting, and undertaking services under circum- 
stances discreditable to the profession. 

RELATIONS WITH FELLOW PRACTITIONERS—for- 
bidding a member to encroach on another’s clients or 
employees. 
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For the next few years we may expect an increasing aware- 
ness and concern with ethical standards in the accounting pro- 
fession. This seems clear when we consider what is taking place 
in the world of professional accounting. We know from prac- 
titioners across the country that there is considerable room for 
expansion of the CPA’s services to existing clients—small and 
large. The CPA may expect to be called upon more and more 
for tax advice, for business advice and for work in the area of 
management services. His expertness in specialized matters will 
be much sought after. We also know there are many new un- 
touched areas, for example, many banks, insurance companies 
and railroads which do not now use the services of independent 
accountants. 


So if we think of the increasing responsibilities that will 
devolve on the profession it seems very essential that ethical 
standards keep pace with them. It also seems essential that the 
business public know about the CPA’s ethical standards. Knowl- 
edge that the profession has a code of ethics and some general 
understanding of what the code says should help the public to 
understand the value of the services on which it may rely. 


While we cannot hope in the foreseeable future for one 
code of professional conduct that will apply to all CPAs in the 
various states, it is to be hoped that much more uniformity will 
be possible than is the case now. Some State Societies are 
already tackling the matter with a good deal of vigor. The Com- 
mittee on Professional Conduct of our own Society has made 
an intensive study of the Society’s present rules of professional 
conduct and recently submitted a proposed revised set of rules 
to the Board of Directors. These proposed revisions are now 
being studied by the members of the Board and such revisions 
should be ready for submission to the membership at an early 
date. 


We may predict, therefore, that all of us will hear a great 
deal about ethical standards in the next few years. Standards 
of professional conduct can never be precise. What seems a 
reasonable code at one time becomes outmoded with the pas- 
sage of time. It is inevitable as the practice of accounting 
becomes more complex that ethical questions will arise which 
have not arisen before. All of us can be helpful in studying 
the problems involved and in assisting in the educational proc- 
ess that always must precede any change in, or addition to, the 
rules of conduct. 


THOMAS G. HIGGINS, 
President 
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Disclosure in Theory 


and Practice 


By ANDREW BARR, CPA 


The Chief Accountant of the SEC explains, by reference to 
statutes, regulations, and examples from day-to-day work, 
how the Commission seeks to solve disclosure problems in 
a manner consistent with accepted accounting procedures and 
with the disclosure philosophy of the statutes. Some of the 
major problems considered are the independence of the 
certifying accountant, the extent to which footnote disclosures 
can cure statement deficiencies, charges and credits to earned 
surplus, accrual of past service pension costs, and certain 


principles of consolidation. 


Tue SEC administers several statutes 
enacted by Congress for the protection 
of the interests of investors and the 
public.' Perhaps the best known of 
these are the Securities Act of 1933 
and the Securities Exchange Act of 
1934, the latter having established the 
Commission as a separate independent 
agency of the Federal government. 
These Acts, as well as the Public 





ANDREW BARR, CPA, is Chief Ac- 
countant of the U. S. Securities and Ex- 
change Commission. Mr. Barr has served 
as president of the Federal Government 
Accountants Association and vice president 
of the American Accounting Association. 
This article has been adapted by the au- 
thor from a paper presented by him before 
the Thirty-Sixth Annual Conference of 
CPAs of the Pacific Northwest, June 1959. 





Utility Holding Company Act of 1935 
and the Investment Company Act of 
1940, provide penalties for making 
false and misleading statements under 
prescribed conditions.” With respect to 
the disclosure aspects of these Acts the 
Commission has said “It should be 
understood that the securities laws 
were designed to facilitate informed 
investment analyses and prudent and 
discriminating investment decisions by 
the investing public, and that it is the 
investor and not the Commission who 
must make the ultimate judgment of 
the worth of securities offered for sale. 
The Commission is powerless to pass 
upon the merits of securities; and 
assuming proper disclosure of the 
financial and other information essen- 
tial to informed investment analysis, 
the Commission cannot bar the sale of 


1 The Securities and Exchange Commission, as a matter of policy, disclaims responsi- 
bility for any private publication by any of its employees. The views expressed herein 
are those of the author and do not necessarily reflect the views of the Commission or of 
the author’s colleagues on the staff of the Commission. 

2 Securities Act of 1933, Sec. 11; Securities Exchange Act of 1934, Sec. 18; Public 
Utility Holding Company Act of 1935, Sec. 16; Investment Company Act of 1940, Sec. 34. 
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securities which such analysis may Within the limits of the provisions 
show to be of little or no value.’ of the statutes and the rules adopted 
The basic financial statements are thereunder after exposure to public 
prescribed by the statutes, but the comment, we try to solve our disclos- 
form, extent of detail, classification, Ute problems in a manner consistent 
and accounting methods to be followed With accepted accounting procedures 
are specifically left to the determina- and the disclosure philosophy of the 
tion of the Commission. Special statutes. 
powers of the Commission found in 
Section 19(a) of the 1933 Act include !NDEPENDENCE 
authority to define accounting and First of all, a vital safeguard in 
trade terms used in the Act and to securing full disclosure is that a pro- 
prescribe the forms in which the re- fessional accountant who is independ- 
quired information shall be set forth ent of his client review and furnish 
and the methods to be followed in his opinion on the statements. The 
the preparation of accounts.5 concept of independence was well de- 
These powers have been applied in veloped and the value of a review by 
the adoption of the instructions as to an independent accountant was recog- 
financial statements found in the nized before the establishment of the 
forms for registration and reporting Commission. The Securities Act of 
and in Regulation S-X which pre- 1933 provides that the financial state- 
scribes the form and content of the ments required to be made available 
financial statements to be filed under to the public through filing with the 
the several Acts. Rules of general ap- Commission shall be certified by “an 
plication specify that the “financial independent public or certified ac- 
statements may be filed in such form countant.”? The Securities Exchange 
and order, and may use such generally Act, the Investment Company Act, and 
accepted terminology, as will best indi- the Holding Company Act permit the 
cate their significance and character in Commission to require that such state- 
the light of the provisions applicable ments be accompanied by a certificate 
thereto” and that items not material of an independent public accountant,’ 
need not be separately set forth in the and with minor exceptions the Com- 
manner prescribed. However, “the mission’s rules do require certification. 
information required with respect to The Commission’s standards of inde- 
any statement shall be furnished as a pendence are stated in Rule 2-01 of 
minimum requirement to which shall Regulation S-X. The Commission's 
be added such further material in- experience in this area is reported in 
formation as is necessary to make the a number of Accounting Series te- 
required statements, in the light of the leases,® the most recent one being 
circumstances under which they are Accounting Series Release No. 81, 
made, not misleading.’”® issued December 11, 1958. Our inde- 





8 The Work of the Securities and Exchange Commission, p. v. (published by the SEC). 

4 1933 Act, Items 25 and 26 of Schedule A; 1934 Act, Sec. 13; 1935 Act, Secs. 5 and 
15; 1940 Act, Secs. 30 and 31. 

5 House Report No. 85, 73d Congress, Ist Session, p. 25. 

6 Regulation S-X, Rules 3-01, 3-02, 3-06. 

7 Sec. 10(a)(1) (Schedule A, pars. 25, 26). 

8 Securities Exchange Act, Secs. 13a (a)(2), 15(d); Investment Company Act, Sec. 
30(e); Holding Company Act, Sec. 14. 

See Releases 22, 37, 47 and 81. 
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pendence requirements have fostered 
the growth of accountant-client rela- 
tionships which, I believe, have 
strengthened the protection afforded 
investors by independent audits. 

The independent status of the cer- 
tifying accountant is perhaps the most 
important accounting matter in any 
filing with the Commission. Experi- 
enced practitioners are well aware of 
this. It should have first attention by 
the sponsors of a new registrant with 
the Commission, particularly if the 
parties involved are unfamiliar with 
our rules. Discovery after a filing has 
been made that the certifying account- 
ant is not independent under our rules 
can result in a substantial delay and 
interference with well-laid plans as an 
audit by new accountants will be 
necessary. Determination of the ac- 
countant’s status before undertaking 
the engagement may avoid embarrass- 
ment and expense. 


DISCLOSURE APPLIED TO 
FINANCIAL STATEMENTS 


Once the question of the independ- 
ence of the certifying accountant in a 
new filing is settled satisfactorily, there 
may be problems of how and to what 
extent certain transactions should be 
disclosed. Early contact with the 
staff when questions of independence 
or disclosure arise is recommended. 
Staff considerations of financial state- 
ments required to be filed with the 
Commission may be obtained by tele- 
phone or letter or in conference prior 
to the filing of material. In compli- 
cated cases, such as a merger of sev- 
eral companies with different fiscal 
years, a prefiling conference may result 
in a solution which will save valuable 
space in the prospectus or other docu- 
ment. Experienced practitioners usu- 
ally know when they have a contro- 
versial matter of accounting principle. 





10 Securities Act Release No. 254. 


DISCLOSURE IN THEORY AND PRACTICE 


A discussion before filing may avoid 
later delaying correspondence or con- 
ferences when time is vital to the 
success of an offering. 

The development of the meaning of 
disclosure as applied to financial state- 
ments filed with the Commission is 
marked by two events which should 
receive some attention before proceed- 
ing with a discussion of more recent 
problems. In October 1934 Northern 
States Power Company filed a regis- 
tration statement which disclosed that 
subsidiaries of the company had writ- 
ten up properties on the basis of an 
appraisal in excess of $8,000,000 with 
a corresponding increase in the invest- 
ment account on the parent’s books. 
This was done in 1924 and in that 
year and in 1925 the parent company 
charged unamortized debt discount 
and expense to capital surplus in the 
full amount of the appraisal. The 
staff took exception to this accounting 
and so did the accountant in a revised 
certificate accompanying an amend- 
ment which explained in a footnote 
the effect of the accounting. The reg- 
istration statement was permitted to 
become effective in this form, but the 
divided opinion of the Commission 
was published in a release issued No- 
vember 21, 1934.1° The release stated 
that three Commissioners thought that 
the circumstances were sufficiently dis- 
closed by the amendment but the 
other two Commissioners thought that 
adequate disclosure and treatment re- 
quired restatement of the affected fi- 
nancial statements and that an ex- 
planation should be made as to the 
company’s past accounting practices. 
This action meant that the majority of 
the Commission at that time would 
accept incorrect financial statements 
rather than require restatement of 
them provided the footnotes and ac- 
countant’s certificate provided an ex- 
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planation of the improper accounting. 
The minority were not satisfied with 
this solution of the disclosure prob- 
lem. Further official discussion of the 
problem was promised but did not ap- 
pear until April 25, 1938, when Ac- 
counting Series Release No. 4 was 
issued. 

The Accounting Series was an- 
nounced on April 1, 1937, with an 
opinion of the Chief Accountant on 
the treatment of losses resulting from 
revaluation of assets—that they should 
not be charged to capital surplus. This 
release incorporated in the series a 
previous release'! on treatment of Fed- 
eral income and excess profits taxes 
and surtax on undistributed profits 
and announced that these releases in- 
itiated “a program for publication, 
from time to time, of opinions on ac- 
counting principles for the purpose of 
contributing to the development of 
uniform standards and practice in 
major accounting questions.” Release 
No. 2 was the first of several on the 
independence of accountants, and No. 
3 dealt with the treatment of invest- 
ments in subsidiaries in consolidated 
statements, a question undergoing re- 
examination today. So we have three 
releases involving accounting policy, 
in addition to the Commission’s for- 
mal opinions on proceedings involving 
hearings, before the publication of its 
“administrative policy on financial 
statements” as Accounting Series Re- 
lease No. 4. This release says that 

In cases where financial statements filed 
with this Commission pursuant to its rules 
and regulations under the Securities Act 
of 1933 or the Securities Exchange Act of 
1934 are prepared in accordance with ac- 
counting principles for which there is no 
substantial authoritative support, such fi- 
nancial statements will be presumed to be 
misleading or inaccurate despite disclosures 
contained in the certificate of the account- 


ant or in footnotes to the statements pro- 
vided the matters involved are material. 





In cases where there is a difference of 
opinion between the Commission and the 
registrant as to the proper principles of 
accounting to be followed, disclosure wil] 
be accepted in lieu of correction of the 
financial statements themselves only if the 
points involved are such that there is sub. 
stantial authoritative support for the prac. 
tices followed by the registrant and the 
position of the Commission has not pre. 
viously been expressed in rules, regulations, 
or other official releases of the Commis. 
sion, including the published opinions of 
its chief accountant. 

The first comment I find on this 
policy was expressed by Comnis- 
sioner Mathews in his paper before 
the Institute on Accounting of The 
Ohio State University on May 20, 
1938. The paper discusses the prac- 
tice of the several professions before 
the Commission and contains a frank 
appraisal of the status of accountants 
at that time and concludes that 

The Commission will assert its influence 
and exercise its authority to hasten the 
general acceptance of those principles which 
have definitely proved their merit, but, be- 
cause of environmental factors, have not 
been adopted, and will likewise seek to 
quicken the abandonment of practices iden- 
tified with the body of accepted rules and 
principles which are nevertheless frowned 
upon by the better thought in accounting. 

A recent action of the Commission will 
serve to illustrate this attitude and ap- 
proach. Many of you are familiar with the 
complaints originating in the accounting 
profession against the use of footnotes to 
financial statements to explain the use of 
improper accounting procedures or to cor- 
rect the effect of statements in the financial 
statements themselves. Perhaps the grow- 
ing opposition to the use of footnotes for 
such a purpose would eventually evolve or 
develop into a rule of accounting prohibit- 
ing and condemning the practice. It would 
occur, however, only after a long struggle 
by practitioners against the factors which 
have in the past on so many occasions tied 
their hands. 


Editorial comment by The Journal 
of Accountancy recognized the state- 
ment of policy as an intention of the 
Commission to assume more respon 


11 Securities Act of 1933 Release No. 1210, January 6, 1937. 
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sibility for settling differences of opin- 
ion “than formerly because instead of 
accepting ‘full disclosure,’ it must de- 
cide which party to a controversy is 


right.”!* 


REGULATION S-X AND 
THE INCOME STATEMENT 


The Commission’s Regulation S$-X 
which prescribes the form and content 
of financial statements required to be 
filed under the several Acts was pub- 
lished February 21, 1940.13 Prior to 
this each of the forms for filing in- 
included instructions as to the form 
and content of the financial statements. 
Between the publication dates of the 
statement of accounting policy and 
Regulation S-X, seven Accounting 
Series releases were published. These 
included opinions that dividends on 
treasury stock should not be treated as 
income, that proceeds of treasury stock 
in excess of cost do not result in cor- 
porate profits or in earned surplus, 
that surplus by appraisal of properties 
in excess of cost should be eliminated 
from the balance sheet of a promo- 
tional company, and one listed many 
of the commonly cited deficiencies in 
financial statements with a clear in- 
vitation for accountants to use more 
care in the preparation of material for 
filing. Three releases dealt respec- 
tively with the presentation of stock 
having preferences in involuntary liqui- 
dation in excess of par or stated value, 
treatment of unamortized bond dis- 
count and expense applicable to bonds 
retired prior to maturity with proceeds 
from sale of capital stock, and the 
propriety of including in consolidation 
with domestic corporations foreign 
subsidiaries whose operations are ef- 
fected in terms of restricted foreign 





currencies, or whose assets and opera- 
tions are endangered by war condi- 
tions prevailing abroad. All of these 
releases and many of those published 
subsequently represent the application 
of the policy announced in Release 
No. 4. Most of these constitute cur- 
rently effective guides. 

Throughout this development period 
and to the present time it has been 
Commission policy to seek the advice 
of those who would be affected by its 
regulations. This does not mean that 
in accounting or in other areas every- 
one can expect to be pleased with the 
result. As an example of how this 
works out in practice let me move on 
about ten years and consider the much 
debated subject of income and earned 
surplus which many of you will recog- 
nize as Accounting Research Bulletin 
No. 32 now found in Chapter 8 of the 
Restatement and Revision of Account- 
ing Research Bulletins (also entitled 
Accounting Research Bulletin No. 
43). The debate over the “all-inclu- 
sive” versus “current operating per- 
formance” concept of the income state- 
ment had gone on for some time. The 
staff of the Commission had made 
comprehensive studies of charges and 
credits to earned surplus'* and a con- 
ference on the subject attended by 
representatives of various interested 
organizations had been held at the 
Commission. As is done today, drafts 
of the proposed bulletin were discussed 
with the staff who expressed general 
agreement with the objective sought 
but took exception to certain of the 
proposed exclusions from the income 
statement. In a most commendable 
spirit of cooperation the editors of 
The Journal of Accountancy agreed 
to publish a letter of the Chief Ac- 


12 The Journal of Accountancy, June 1938, p. 464. 


18 Accounting Series Release No. 12. 


14 William W. Werntz and Earle C. King, The New York Certified Public Accountant, 


September 1946, pp. 485-498. 
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countant in the same issue with the 
new Bulletin No. 32.15 After reciting 
his reasons for disagreeing with cer- 
tain aspects of the bulletin he said, 
“Under these circumstances the Com- 
mission has authorized the staff to take 
exception to financial statements which 
appear to be misleading, even though 
they reflect the application of Ac- 
counting Research Bulletin No. 32.” 
About this time staff work was 
begun on a general revision of Regu- 
lation S-X. As a first step a draft was 
prepared in which new terminology 
recommended by many accountants 
and public relations men was tried 
out. The terms “reserves” and 
“earned surplus” were avoided. The 
idea was abandoned as being too 
cumbersome and probably too far 
ahead of the times. However, we do 
accept the newer terminology under 
the provisions of Rule 3-01. Under 
this rule we also encourage what some 
wit has called “cent-less” accounting, 
and figures to the nearest thousand 
dollars. In the first and subsequent 
Ford filings the summary of earnings 
and some other figures were presented 
to the nearest million dollars. 
Another preliminary step in the re- 
vision process was to review letters of 
comment for a substantial period, 
noting particularly comments cited un- 
der authority of Rule 3-06 to which I 
have referred. Specific provisions were 
made in the rules for recurring items 
identified in this review. The result- 
ing first preliminary drafts were ex- 
posed to a limited number of persons 
including members of committees of 
the American Institute of Certified 
Public Accountants. A revised draft 
was sent to approximately 600 persons 
in September 1949 and the official 
draft for comment published in the 
Federal Register went to more than 
3,000 persons in July 1950. These 


last two exposures drew comments 
from approximately 175 persons. The 
rule governing the income statement 
upholds the all-inclusive concept but 
with a provision that the Commission 
may permit exceptions.’® As adopted 
and now in effect the rule reflects the 
results of a compromise worked out 
between the staff and representatives 
of the Executive Committee of the In- 
stitute after their appearance before 
the Commission. This produced the 
well-known item 17, Special Items, 
which has served to bridge the gap 
between the “all-inclusive” and “op- 
erating performance” advocates. 

I have taken some time on the mat- 
ter of the income statement because 
of its importance and because it is 
still the source of a large number of 
comments on financial statements. 
Many of these are caused by a slavish 
adherence to advice found in many 
textbooks that prior year items no mat- 
ter how insignificant must go directly 
to earned surplus. The bold print in 
paragraph 11 of Chapter 8 in Re- 
search Bulletin 43 (page 63), when 
qualified only by exception (a), and 
our interpretation of Rule 5-03 of 
Regulation S-X are in agreement on 
this point that only material items of 
this type should go directly to surplus. 
The airlines and some hotel and real 
estate operators present what might be 
called regularly recurring “non-recut- 
ring” extraordinary items in the ne 
ture of substantial gains (usually) or 
losses on the disposal of or trading of 
equipment or property; segregation of 
these items in the income statement 
after results from operations but be- 
for arriving at net income is an ac 
cepted procedure. 


EMPLOYMENT COSTS 


Accounting for employment costs is 
a continuing problem with considet- 


15 The Journal of Accountancy, January 1948, p. 25. 
16 Regulation S-X, Rule 5-03; see also Accounting Series Release No. 70. 
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able difference of opinion as to the 
solution in accounting theory as well 
as the degree of disclosure in practice. 
Problems have arisen, and some per- 
sist despite efforts at a solution, in 
the accounting and reporting for pen- 
sions and deferred compensation 
plans. 

The Institute’s bulletins have not 
dealt with the deferred compensation 
problem. In fact Bulletin No. 47 on 
Accounting for Costs of Pension Plans 
states specifically that “It does not in- 
clude profit-sharing plans or deferred- 
compensation contracts with indi- 
viduals.” As a matter of principle it 
appears to us that in most cases de- 
ferred compensation should be pro- 
vided for prior to the individuals’ re- 
tirement and assumption of a status 
as consultants and advisors. The 
amounts involved are not material in 
most cases, perhaps, but this should 
not be used as a reason for omitting 
proper accruals. 

The business recession of 1958 set 
the stage for difficulties under Bulle- 
tin 47 dealing with the accounting for 
pension costs. With net incomes stag- 
gering from decreased business ac- 
tivity, corporate managements exerted 
great pressures to reduce costs for 
both those requiring cash expenditures 
and book accruals. The revenue de- 
duction for pension costs varies widely, 
depending upon the assumptions made 
by the actuary. The determination of 
a fair amount for pension costs under 
a systematic plan is in the contro- 
versial area of securing the data on 
which the accounting is to be based. 

The case of the financial report of 
United States Steel Corporation for 
1958 indicates current controversy on 
what the generally accepted account- 
ing principle should be.17 The corpo- 
tation made a charge to income of 
$144 million for pension costs in 1958 


——— 


compared with $265 million for 1957. 
The certifying accountants stated that 
the charge, while not equal to the 
current service costs accrued during 
the year, is more than sufficient when 
added to current service costs accrued 
in prior years to equal all current serv- 
ice costs accrued since the adoption 
of the plan in 1950. The certifying 
accountants in this case noted in their 
certificate a change in the company’s 
determination of the amount of cash 
paid to the trustee, disclosed the ef- 
fect on net income and that the pay- 
ments for the current and prior years 
were not comparable, but concluded 
in their opinion that generally ac- 
cepted accounting principles were con- 
sistently applied for the five years. 
Other accountants have indicated that 
they would take an exception to such 
action since they did not consider 
that a generally accepted accounting 
principle had been followed when a 
charge to income is not made for the 
full amount of the current service 
costs accrued. A third group has in- 
dicated that under Bulletin 47 no ex- 
planation need be given in the certifi- 
cate as long as footnote disclosure suf- 
ficient for statement comparability is 
made. This is a subject which requires 
further study as to what constitutes a 
generally accepted accounting principle 
with respect to this matter. 
Representatives of the profession are 
well aware that progress in this area 
must be made. Often it is urged that 
experience is necessary in dealing with 
a new problem before a sound principle 
can be derived. There is merit in this 
approach, but in the meantime good 
financial reporting and fair disclosure 
require that the items be handled with- 
in the existing framework of generally 
accepted accounting principles. 


INVENTORIES 
Before leaving the general subject of 


17 See “News Report,” The Journal of Accountancy, April 1959, p. 8. 
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income statement problems we should 
recognize that inventories continue to 
cause trouble of various kinds. In the 
realm of theory Lifo looms large. Ten 
years ago we were close to agreement 
that an alternative valuation should be 
disclosed in a footnote or otherwise 
when Lifo was used in the accounts. 
Although some companies have volun- 
teered this information with varying de- 
grees of clarity, others resisted on the 
grounds of cost to develop the informa- 
tion, feared the effect on their tax status 
or the alleged misleading nature of the 
figures that would be produced. The 
Libby, McNeill & Libby proxy contest 
of several years ago demonstrates that 
the subject can be used to confuse the 
uninformed.1* Recently there seems to 
be a renewed interest in the subject 
prompted,it appears, by a desire to gain 
the benefits of more current values for 
balance sheet purposes and still retain 
the advantages in determining income. 
More uniform disclosure in this matter 
should be encouraged, but we are not 
ready to accept a balance sheet ad- 
justment to the Lifo inventories net 
of tax effect reflected as an increase 
in working capital and stockholders’ 
equity. We have not objected to par- 
enthetical disclosure, however, in the 
face of the balance sheet. 

Another inventory problem arises 
when one company buys another at 
a substantial discount from underlying 
book value, resulting in an allocation 
of this discount to various balance 
sheet items including inventories. 
When the inventories are sold in nor- 
mal course soon after acquisition an 
unusual non-recurring profit may be 
realized. We have had several cases 
in which this was so significant that 
the non-recurring gain was removed 
from gross profit and reported beiow 
with a clear explanation of the source 
of the gain. 





PRINCIPLES OF CONSOLIDATION 


In the area of consolidated state. 
ments there remain many unresolved 
problems. One question which gives 
us considerable difficulty is when may 
a subsidiary be omitted from consoli- 
dation with the parent company. We 
have generally taken the view that the 
investor can most readily appraise the 
financial condition of a company and 
of his investment in the company if 
all majority-owned subsidiaries are 
consolidated. There are a number of 
definite exceptions to this rule. But 
the inclusion of profitable subsidiaries 
and exclusion of the unprofitable, as 
was urged upon us recently on the 
grounds that the excluded subsidiaries 
were not significant, is not one of the 
exceptions. Our rules do not permit 
an industrial or commercial company 
to consolidate a bank or a life insur- 
ance company due to the complete dis- 
similarity of operations and because 
the latter’s resources would not be 
available to the parent companies. It 
may be misleading to consolidate for- 
eign subsidiaries where rigid foreign ex- 
change controls are employed or where 
a devaluation of the currency has te- 
cently been experienced or is immi- 
nent. Recently a financial writer criti- 
cised this practice on the grounds that 
an element in determining the strength 
of the company was concealed. When 
subsidiaries are excluded from consdli- 
dation for valid reasons our rules re- 
quire that the parent’s equity in the 
underlying assets and earnings be dis- 
closed in footnotes. 

However, where an operating func- 
tion of a company is separated from 
the parent and performed by a subsi- 
diary, ordinarily such _ subsidiary 
should be included in the consolidated 
statement. The real estate subsidiary, 
normally heavy with debt, is an ¢x 
ample. Omitting the real estate sub- 


18 SEC v. May, 134 F. Supp. 247 (1955) Aff’d, 229 F. 2d 123 (1956). 
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sidiary and its debt from consolidation 
results in a “clean balance sheet” but 
does not disclose the impact of the 
debt on the consolidation. On the 
other hand, where the subsidiary is 
consolidated the reader is properly in- 
formed as to the debt for which the 
parent company’s rental payments are 
usually collateral. 

A similar question is raised when 
a property used by the registrant is 
acquired subject to a mortgage. In a 
recent utility filing it was urged that 
the net equity should be shown among 
the assets by disclosing cost of the 
building and deducting the reserve for 
depreciation and the balance due on 
the mortgage. Operations of the build- 
ing were included in the company and 
consolidated income statements. Under 
these circumstances we insisted that 
the building be shown under property 
and the mortgage payable as a sepa- 
rate item among the liabilities with 
appropriate descriptions to disclose the 
status of ownership. 

Some accountants and company 
representatives have contended that a 
finance subsidiary should not be con- 
solidated, even where it is financing 
primarily sales of the parent, on the 
ground that the finance subsidiary’s 
operations are of a banking nature and 
are too unlike the operations of the 
parent to make it advisable to consoli- 
date. The typical finance company has 
a heavy debt/equity ratio, although 
the argument is made here that this 
should not be considered where the 
parent has no liability on the ac- 
counts. In my opinion, where the 
finance company is handling primarily 
the accounts of the parent and affili- 
ates, it constitutes an integrated part 
of total operations and should be con- 
solidated even though the parent is 
hot subject to recourse on the ac- 
counts, 


—_—_—_ 


19 Regulation S-X, Rule 3-19(a). 


Often the buying or selling functions 
of a firm are performed by a subsidi- 
ary. The “buying subsidiary” acting 
in the capacity of purchasing agent for 
raw materials often carries a sub- 
stantial part of the raw materials in- 
ventory for the combination and in 
order that the total resources of the 
combination be reported, the subsidi- 
ary should be consolidated. In addition, 
debt is customarily used extensively 
with the inventory pledged as collat- 
eral and this constitutes a further need 
for consolidation. 

As an argument against consolida- 
tion of these companies their repre- 
sentatives often note that creditors of 
the buying subsidiaries or of the fi- 
nance companies do not want consoli- 
dated statements. Their argument is 
that specific assets pledged as collateral 
for the debt are not segregated. Com- 
pliance with our requirements will 
produce this information.!® Presenta- 
tion of separate subsidiary statements 
to the bankers, insurance companies 
and other credit grantors in need of 
such statements is not precluded. 

Some industrial companies acquire 
or establish subsidiaries for the pro- 
duction of their raw materials. Where 
this stage of vertical integration is not 
common in the industry, some com- 
panies are reluctant to consolidate 
such subsidiaries and argue that their 
statements would no longer be com- 
parable with those of other firms in 
the industry. With the possible rare 
exception it would appear that con- 
solidation is in order. 


PROMOTIONAL COMPANIES 

The problem of accounting for as- 
sets received in exchange for stock in 
promotional companies occurred fre- 
quently in the early years of the Com- 
mission and led to the adoption of 
Article 5A of Regulation S-X in which 
no values are extended for assets so 
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acquired. The problem of the donation 
back of shares issued in these circum- 
stances was considered in an early de- 
cision®® in which the Commission dis- 
cussed statutory law and court deci- 
sions and then said: “With the 
question of whether or not stock 
reacquired under these circumstances 
is true treasury stock and hence is to 
be regarded as fully paid and non- 
assessable, this Commission in this 
case has no concern; but under the 
standards of truthfulness demanded by 
the Securities Act, such an entry can- 
not be regarded as otherwise than un- 
true and misleading.” 

In another early case the Commis- 
sion questioned the value of services 
rendered in exchange for stock and 
said: “Statutory provisions in the state 
of incorporation making values fixed 
by directors conclusive for certain pur- 
poses in the absence of fraud, cannot 
foreclose this Commission’s inquiry as 
to the truthfulness of a statement that 
a corporation has received services of 
a certain value, reasonably determined, 
nor prevent such a statement from 
being tested for truth under the stand- 
ards set by the Securities Act.” 71 

Situations similar to these are oc- 
curring today with a new generation 
of promotors and their professional 
advisers who may think that the cir- 
cumstances are different or more likely 
they are not aware of the stop order 
cases in the first years of the Securities 
Act. An example is a case a year 
ago in which an old company was the 
vehicle for a new promotional uranium 
venture.??, Even the corporate name 
was misleading. 

The financial statements were pre- 
pared in an effort to comply with Ar- 
ticle 5A of Regulation S-X and were 
accompanied by a most revealing cer- 
tificate. Significant facts revealed were 


that the company’s records were de. 
stroyed by fire in 1939 and that the 
company had had no operations from 
that date to May 1, 1957. In these 
circumstances the accountant reported 
that he had inspected the properties 
and obtained engineering appraisals of 
the old tunnels, power house installa- 
tions and water rights and set up his 
statement of assets using values 0 
determined, but as for new mining 
claims acquired for stock he assigned 
no dollar values. The prospectus as 
filed said that “The business intended 
to be carried on by the company is 
that of a public utility and the opera- 
tion of the firm’s mining properties,” 
After the opinion in the proceeding 
was published a revised prospectus 
for the company under its new and 
more informative name became effec- 
tive on August 13, 1958. This docu- 
ment stated that “This is an explora 
tory mining venture and no assurance 
can be given the prospective investor 
that commercial ore bodies will be 
discovered.” As to the power plant 
and water rights the new prospectus 
said: “It is not the present intent of 
the management of the company to 
utilize the hydroelectric facilities or the 
water rights at the present time as 
there is no evidence of any demand 
for the power.” The statement of as- 
sets was revised to reflect this situa- 
tion. In the statement furnished with 
the original filing the principal prop- 
erties were set forth as follows: 


Hydroelectric Power Plant— 


Appraised value on present day 
replacement costs — approxi- 








mately $ 450,000 
Water rights — appraised value.. 1,000,000 
Mining claims—at necessary cost 

to patent 232,272 
Claims from promotors in ex- 
Change fOr StOCK.....c.ccscccessessesserses 969,395 shares 
Development work on _ mining 
Claims— 
Engineer’s appraisal of present 
day costs per f00f........0.ccrccssee 438,615 


20 In the Matter of Unity Gold Corporation, 1 SEC 25 (1934). 
21 In the Matter of Brandy-Wine Brewing Company, 1 SEC 123 (1935). 
22 In the Matter of The Fall River Power Company, S. A. Rel. 3932, June 4, 1958. 


642 @ THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT SEPTEMBER 1959 





ce -.. 


SS eed oS Oe 


ZT oO 


ore de- 
hat the 
is from 
n these 
>ported 
erties 
isals of 
nstalla- 
up his 
ues 0 
mining 
ssigned 
tus as 
tended 
any is 
Opera- 
erties,” 
seeding 
spectus 
Ww and 
> effec- 
; docu- 
xplora- 
surance 
nvestor 
vill be 
r plant 
spectus 
tent of 
any to 
or the 
ime as 
lemand 
of as- 
- situa 
d with 
- prop- 


00 
00 
72 
95 shares 


15 


958. 





Total dollars assigned to these 
items (including items assigned 
nominal values of $1 each)........ $2,120,887 


Recent cash items amounted to.. 26,730 


Total dollar valuation........cssse $2,147,617 








As revised nearly two years later 
the cash items extended at $38,506 
and all of the old properties were 
identified by descriptions and refer- 
ences to footnotes and one group was 
assigned a nominal value of $1.00. 
All of these were shown as encum- 
bered by a $500,000 mortgage to the 
former owner who was to receive 90 
percent of the first proceeds from the 
public offer up to the $500,000. 
The Commission’s opinion disclosed 
that this individual had acquired all 
of these old properties for about 
$100,000 in 1944. 


The desire to use appraisals as the 
basis for writing up assets is strong 
in sponsors of small companies with 
unimpressive earnings records. This 
situation is encountered frequently in 
exempt offerings under Regulation A. 
A standard pattern seems to be a re- 
statement upward of the fixed assets 
shortly before the offering. When we 
receive the material for review the 
balance sheet reflects the appraisal 
but the reported earnings do not in- 


clude depreciation on the addition to 
the plant values. Removal of the 
write-up is requested. It is not unusual 
to find that the appraisal surplus has 
been capitalized by a stock dividend. 
Where this is legal under state law we 
request a restatement of the property 
at cost and the excess due to the ap- 
praisal must be shown as a deduction 
in the equity section of the balance 
sheet. In a recent case the write-up 
was limited to the exact amount of a 
100% stock dividend but a note dis- 
closed that this was conservative since 
the appraisal revealed an additional 
value of nearly that much more! All 
dollar amounts of this total appraisal 
were removed and book values per 
share calculated on the written-up 
values were deleted before the offering 
circular was acceptable. 

I hope that this discussion has made 
it clear that we recognize that we must 
first attempt to understand the busi- 
ness facts and then apply what we find 
to be the appropriate accounting prin- 
ciples. Accounting is still a matter of 
opinion and judgment, and good re- 
sults depend upon the high standards 
of business ethics and professional 
conduct displayed by management 
and certifying accountants. 





THE REPUTATION OF A PROFESSION 


Many of you graduates are preparing to follow Certified 
Public Accounting as your life’s work. Let each of you re- 
member that you will hold in your hands the reputation of a 
profession which in these last years—and in large part by the 
unremitting efforts of your predecessors—has been raised to 
a dignity equal to that of the Law, Medicine or any other. 
It will be yours either to enhance or to sully—and remember 
that your conduct will reflect on all those who share your 


profession with you. 


From an address by Lieutenant Governor 
MALCOLM WILSON at the 1959 Commencement 


Exercises of Pace College 
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Official Release 


Balance Sheet Treatment 
of Deferred Tax Credits 


A LETTER FROM 
THE AICPA’S PRESIDENT 


June 18, 1959 
To THE MEMBERS OF THE AMERICAN INSTI- 
TUTE OF CERTIFIED PUBLIC ACCOUNTANTS 
GENTLEMEN: 

I am sending you herewith a letter 
from the Committee on Accounting 
Procedure, dated April 15, 1959, in 
regard to balance sheet treatment of 
the credit for deferred income taxes 
arising from accounting recognition 
of the use of the liberalized methods 
of depreciation authorized by Section 
167 of the Internal Revenue Code for 
income tax purposes but not for ac- 
counting purposes. 

On April 8, 1959, the Institute’s 
Research Director, Mr. Carman G. 
Blough, appeared as a witness at a 
Securities and Exchange Commission 
rule-making hearing—a public hear- 
ing of which a transcript is available 
to any member of the public. At that 
hearing he testified, among other 
things, that the letter dated April 15, 
a copy of which is sent you herewith, 
had been approved by the Committee 
on Accounting Procedure and was 
about to be sent out. Also he read 
into the public record of that hearing 
the significant portion of the letter. 

Mailing of this letter has been de- 
layed because of an injunction origi- 
nally obtained on April 15 of this year, 
without notice and without a hearing, 
by Appalachian Power Company, 
Ohio Power Company, gand Indiana 
& Michigan Electric Company from 


the United States District Court for 
the Southern District of New York. 

The injunction forbade the mailing 
of the letter without first exposing it 
for comment to those to whom the 
exposure draft of Accounting Research 
Bulletin No. 44 (Revised) was sub- 
mitted and deferring its mailing unti 
at least sixty days after such exposure, 

Later a hearing was held by the 
District Court on May 7. On May 20, 
that Court filed an opinion deciding 
that the injunction should be dis 
solved and the suit dismissed and 
advising counsel to submit, on notice, 
an appropriate order to put the deci- 
sion in effect. On May 25 an order 
was entered to the effect that the suit 
should be dismissed. However, the 
District Court at that time enjoined 
the mailing of the letter pending a 
hearing by the Court of Appeals on 
a motion for an injunction, provided 
such a motion were filed in the Court 
of Appeals no later than June 1. Such 
a motion was duly filed and on Jun 
17 that Court affirmed the ruling o 
the lower Court that the suit should 
be dismissed and dissolved the it 
junction. 

Thus, although the significant por 
tions of the letter of April 15 hav 
been a matter of public record sine 
April 8, we have been unable to send 
you a copy of the letter until nov 
because of the injunction proceedia 


Very truly yours, 


L. H. PENNEY 
President 
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Release A LETTER FROM THE AICPA’S COM- Sheet as a liability or a deferred credit 
MITTEE ON ACCOUNTING PROCEDURE A provision in recognition of the de- 
ferral of income taxes, being required 
April 15, 1959 for the proper determination of net 
income, should not at the same time 
To THE MEMBERS OF THE AMERICAN INSTI- 4 ‘ 
TUTE OF CERTIFIED PuBLic Accountants _‘FeSult in a credit to earned surplus or 
GENTLEMEN: to any other account included in the 
Question has been raised with re- stockholders’ equity section of the 
ourt for spect to the intent of the committee on — —. aiid a 
: York accounting procedure in using the ; gees “A yg my Pie TS 
mailing phrase “‘a deferred tax account” in ; ; oe ““—e reise page 
osing it Accounting Research Bulletin No. 44 *OWe 2 is 7 ) pee “ a npoti 
om the (revised), Declining-balance Depre- en = 1S re ‘a eg a a 
‘encarh ciation, to indicate the account to be . "aa ane esearch Bulleun 
os ab credited for the amount of the deferred ‘Y°- TevIsSed ). 
ng until income tax (see paragraphs 4 and 5). COMMITTEE ON ACCOUNTING 
‘posure, The committee used the phrase in PROCEDURE 
by the its ordinary connotation of an ac- By WILLIAM W. WERNTZ, 
May 20, count to be shown in the balance Chairman 
leciding 
be dis- 
ed and 
notice, 
e deci- 
n order 
the suit 
er, the WHOLE-DOLLAR ACCOUNTING 
njoined 
ding 3 All accountants owe their clients the duty to be familiar 
eals on with the whole-dollar accounting method. In our daily work, 
rovided we are aware of the need for such a method as a work- 
simplification idea designed to increase employee productivity 
> Court in accounting operations. 
Such The subject logically ties in with management services 
nm June relating to office methods and procedures. Whole-dollar ac- 
ling af counting because of its simplicity of principle and use lends 
should itself to a first suggestion for improvement in clients’ office 
the in- procedures and methods. This work-simplification method 
could then be either a separate service in conjunction with 
nt por: other management services or the starting point for a larger 
5 have management services assignment for many clients. . 
1 since Apparently this method of whole-dollar accounting is little 
used because of lack of information relative to the method and 
0 send its successful use. As accountants and management consult- 
il now ants, we should familiarize ourselves with the method, educate 
eeding our clients in its cost savings, and assist in its installation. 
Henry J. GriswoLp, “Whole-Dollar Accounting,” 
NEY NEws BULLETIN (Mass. Society of CPAs), June 1959 
e siden! 
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City Audits by Mail 


By LAWRENCE L. KATES, CPA, and MAx ZIMERING, CPA 


Since 1956 the City of New York has adopted the practice of 
auditing the general business and sales tax returns of selected 
taxpayers on the basis of financial information contained in 
questionnaires. This article explains how the City audits by 
mail and covers the various methods used in determining 
“adjusted sales.” It also sets forth the relief measures avail- 
able to taxpayers who object to the findings of the Bureau of 


Excise Taxes. 


Tue mail audit questionnaire was 
originally conceived in 1934 for use 
by the Bulk Sales Unit of the Comp- 
troller’s Office of the City of New 
York, and is still being used by this 
office. The “Sales and Business Tax 
Questionnaire,” which has been in 
effect since September 1956, permits 
the Bureau of Excise Taxes to audit 
taxpayers’ “gross receipts” and sales 
tax returns from financial information 
submitted by them. This type of audit 
makes it possible to conclude examina- 
tions more expeditiously and thus en- 
ables the City to examine many more 
taxpayers than in the past. 





LAWRENCE L. KATES, CPA, a member 
of our Society’s Committee on Municipal 
and Local Taxation, is a partner in the firm 
of Goldberg, Gilbert Co., Certified Public 
Accountants. 

MAX ZIMERING, CPA, an Associate 
Professor of Accounting at the Baruch 
School of Business and Public Administra- 
tion, City College of New York, was for- 
merly a member of our Society’s Committee 
on Municipal and Local Taxation. Mr. Zim- 
ering is also engaged in the practice of 
public accounting on his own account. 


During March 1959, several mem- 
bers of the New York State Society of 
Certified Public Accountants’ Com- 
mittee on Municipal and Local Taxa- 
tion, including the writers, met with 
Mr. Louis Goodgold, Assistant to the 
Special Deputy Comptroller, for the 
purpose of discussing the question- 
naire. 

At this meeting, we were advised 
that “audits by mail” had been initi- 
ated because of various complaints 
filed by trade associations and large 
taxpayers who alleged that many small 
taxpayers were not filing accurate tax 
returns and were never examined by 
the Bureau. Inasmuch as these small 
businessmen did not pay their rightful 
taxes, those who did so were required 
to bear more than their share of the 
over-all tax burden. 

Our City has approximately 350,000 
registered taxpayers who file gross re- 
ceipts and sales tax returns. Since 
perhaps only 2 to 4 percent of the re- 
turns filed are examined, it is logical 
to assume that many small taxpayers 
may be overlooked. Through the me- 
dium of the mail audit questionnaire, 
the City is now auditing about 500 
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additional taxpayers per month, and 
js obtaining extra revenue of about 
$600,000 per year from this source. 
This source of revenue will probably 
increase as the audits are expanded to 
cover new businesses. 


TAXPAYERS PRESENTLY SUBJECT 
TO AUDITS BY MAIL 


The Bureau has organized a special 
group, known as the Questionnaire 
Unit, which functions under the juris- 
diction of the Office Audit Branch. 
This unit mails questionnaires to tax- 
payers whose gross receipts are less 
than $100,000. Taxpayers whose 
gross receipts are between $100,000 
and $125,000 will also be included if 
the total deductions are less than 10 
percent. The following types of busi- 
nesses are presently included: 

Candy and confectionary stores. Grocery 
stores (other than chain stores). Cafeterias, 
diners, delicatessens and _ luncheonettes. 
Package liquor stores. Children’s and in- 
fants’ wear stores. Dry goods and general 
merchandise. Family and clothing stores. 
Men’s furnishing stores. Retail shoe stores. 
Women’s accessory and specialty stores. 
Women’s ready-to-wear stores. Independent 
variety stores. Book stores. Gift, novelty, 
greeting cards and souvenir stores. Hard- 
ware stores. Paint and wallpaper stores. 
Toy dealers. Furniture stores. Taxicab 
operators. 

The Bureau mails a letter and ques- 
tionnaire to the taxpayer, and requests 
that the information be submitted with- 
in twenty days on threat of a detailed 
audit if the taxpayer fails to comply. 
The letter usually requests the tax- 
payer to submit copies of his sales tax 
returns for three prior quarterly per- 
iods; business (i.e., gross receipts) tax 
returns for two prior years; and can- 
celled checks or other evidence of pay- 
ment of taxes due. The Bureau has 
advised the Committee that it will ac- 
cept photostatic copies of the above 
documents in lieu of the originals. 

The Questionnaire requests details 
as to the following: 


1. Date business commenced. 

2. If purchased, date, names and 
addresses of persons from whom ac- 
quired. 


3. Average number of employees. 

4. Gross receipts from sales. 

5. Taxable receipts from sales. 

6. Average annual inventories. 

7. Merchandise purchases. 

8. Salaries and wages paid to em- 
ployees. 


9. Salaries, wages and drawings 
paid to owners and partners. 

10. Annual rent. 

11. Other expenses, in detail (ex- 
clusive of federal income taxes). 

12. Taxes paid on: (a) sales tax 
for four prior quarterly periods; and 
(b) business tax for three preceding 
years. 


CITY’S AUDIT PROCEDURE 


An auditor is assigned to fill in the 
information submitted on a “special 
check sheet.” He is equipped with 
a printed form which contains per- 
centage mark-up figures for all of the 
factors used in determining adjusted 
taxable sales for each of the different 
types of businesses covered by the 
questionnaire. These percentages are 
derived from external indices and are 
lower than the Dun & Bradstreet in- 
dustry percentages. 

The following methods are used to 
determine adjusted sales: 

1. A percentage of mark-up is ap- 
plied to the merchandise purchases. 
The mark-up, in dollars, is then added 
to the purchases to arrive at the ad- 
justed sales. 

2. The average annual inventory 
multiplied by the inventory turnover 
equals the cost of goods sold. Apply- 
ing the percentage of mark-up to the 
cost of goods sold yields the adjusted 
sales. 

3. The “profit on overhead” meth- 
od combines the annual rent with the 
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salaries of employees, salaries or draw- 
ings of owners or partners, and all 
other expenses. The total of these 
items equals the gross profit. A per- 
centage is then applied to the gross 
profit to determine the adjusted sales 
for each year. 

The average adjusted sales of the 
above three methods or the highest of 
these methods may be used as the 
adjusted sales. The percentage of tax- 
able sales is then determined either by 
audit or by the application of a pre- 
determined percent, depending upon 
the type of business involved. 

Where there are out-of-city sales 
the taxpayer is requested to submit 
shipping receipts or other evidence of 
delivery to these customers. If the 
taxpayer is unable to produce such 
documents, then the Bureau commu- 
nicates with the out-of-city customers 
and sets up a percentage figure based 
on the responses received from such 
customers. 


SPECIAL QUESTIONNAIRE 
FOR THE TAXICAB INDUSTRY 


The information requested in this 
questionnaire is similar to the regu- 
lar audit described above and calls 
for details as to the number of em- 
ployees, gross receipts from opera- 
tions, commissions and other expenses 
paid, etc. However, the basis used 
in determining taxable receipts is 
somewhat different. The adjusted 
sales are arrived at by applying a 
predetermined percentage to the com- 
missions or the expenses. Each of 
these figures is then divided by the 
percentage to yield the gross sales. 


ASSESSMENTS 


The difference between the tax paid 
and the tax determined to be due after 
audit based on the questionnaire is 
assessed with interest. The Bureau 
then mails a “Proposed Assessment 
Notice” to the taxpayer, accompanied 


by a “Consent and Waiver Form.” 
The taxpayer can either sign this con- 
sent and pay the additional tax due 
or, if he objects to the Bureau’s find- 
ings, he can request a conference for 
a further discussion of the matter, 
If he is unable to reach an agree- 
ment in conference, the case is then 
assigned to the field for a regular 
audit. 


ILLUSTRATIVE CASES 


The two cases described below 
represent actual experiences of sev- 
eral accountants with the mail audit 
questionnaire. 

The first case involved a taxpayer 
who operates a subway stand and sells 
magazines, mewspapers, cigars and 
cigarettes. The accountant completed 
the questionnaire and submitted it to 
the Bureau. Thereafter, the City pro- 
posed that the taxpayer pay an addi- 
tional $900 in taxes. Since the ac- 
countant disagreed with this proposal, 
he requested that the case be assigned 
to a field auditor. The examiner listed 
one month’s bills and increased the 
deficiency to $1,200. The accountant 
then countered by submitting another 
month’s bills, which produced a de- 
ficiency of $600. Inasmuch as the 
parties at interest were unable to 
reach an agreement, an informal con- 
ference was scheduled and the case 
was ultimately closed with a tax defi- 
ciency of over $1,000. 

The other case involved a taxpayer 
who conducts a retail dress business 
from his home. The questionnaire 
was submitted and the City proposed 
an assessment which was not accept- 
able. The taxpayer requested an in- 
formal conference. At this meeting, 
the conferee held that the taxpayer's 
cost of living exceeded the income 
reported and that the gross receipts 
were inadequate to cover. The at- 
countant then presented evidence in- 
dicating that the rental paid covered 
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both the business operations and the 
personal living quarters of the tax- 
payer. The conferee then reviewed 
the entire file and agreed that the 
“mark-up” appeared adequate and 
the proposed assessment was unjust. 
The examiner then discussed his find- 
ings with his supervisor who offered 
a compromise settlement which was 
not acceptable. The case was then 
assigned to the field and the examiner 
agreed to reduce the tax to 5 percent 
of the original assessment and, on fur- 
ther conference, the case was finally 
closed with no assessment. 


SOME RECOMMENDATIONS 


During the past two years, our So- 
ciety’s Committee on Municipal and 
Local Taxation has made an exhaus- 
tive study of the mail audit question- 
naire. A subcommittee prepared a 
report and submitted its recommen- 
dations to the full committee. During 
March 1959, several members of this 
committee, including the writers, met 
with officials of the Office of the 
Comptroller to discuss our recom- 
mendations. A summary of the more 
important subjects covered is here 
submitted: 

Use of the Mail Audit Question- 
naire, solely as a guide to the Bureau 
to enable them to formulate field 
audit policies, is acceptable. How- 
ever, the Committee objects to the 
substitution of a mailed questionnaire 
for an individualized tax audit on the 
following grounds: 

1. The questionnaire is aimed at 
the small taxpayer with receipts un- 
der $100,000. Total sales are arrived 
at by the Bureau directly from the 
filled-in qustionnaire, by means of a 
standardized gross profit percentage 
on purchases, or a profit percentage 
on overhead or on the basis of inven- 
tory turnovers. Basing a proposed 
assessment for small taxpayers on 
“industry” or adjusted Dun & Brad- 


street percentages and ratios, rather 
than on their actual books and rec- 
ords, is objectionable. Small taxpay- 
ers by the very nature of their opera- 
tion, cannot conform to any industry 
norm. Furthermore, predicating an 
annual sales figure on an arbitrary 
percentage, and then further exagger- 
ating the inadequacy of the audit by 
projecting the arbitrary percentage of 
error over a three-year audit period, 
is also objectionable. 

2. The calculation of a proposed 
deficiency is based upon a finding of 
“unreported sales” which the tax- 
payer is asked to admit under threat 
of immediate field audit. Acceptance 
of such a deficiency by a taxpayer 
may constitute an unwarranted admis- 
sion of fraud. To avoid any stigma 
of fraud, the wording on the accept- 
ance form should make it sufficiently 
clear that the finding of unreported 
sales is based upon an industry per- 
centage, which was not arrived at 
from the taxpayer’s own books and 
records. (It should be noted that the 
bureau has agreed to modify its lan- 
guage in this respect, as recommended 
by the Committee.) 

3. The statement of proposed de- 
ficiency, as mailed to the taxpayer, 
leaves him completely in the dark 
with reference to the method of cal- 
culation used by the Bureau. Inas- 
much as most taxpayers receiving the 
questionnaire will be small businesses 
and will not be in a financial position 
to engage tax counsel, we feel it man- 
datory that not only the method of 
calculating the deficiency be clearly 
outlined in the notification, but that 
the taxpayer be fully acquainted with 
all of his rights and privileges in con- 
testing the proposed deficiencies. 

4. The Committee feels that the 
filling out of detailed information 
called for by the questionnaire, in 
addition to the tax form, is an undue 
burden on small businesses. If the 
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information requested is deemed nec- 
essary by the Bureau for proper veri- 
fication of returns, then such informa- 
tion should be called for on the 
original tax form. 

We should, therefore, like to stress 
the importance of maintaining com- 
plete and accurate records. These rec- 
ords may assist materially in obtain- 
ing a more reasonable settlement in 
a tax examination. 


CONCLUSIONS 


Since the mail audit questionnaire 
is a procedure restricted to small tax- 
payers and does not usually involve 
substantial tax deficiencies, experi- 
ence in this field has been limited. 
Our Committee intends to arrange 
for other meetings with the Bureau 
to discuss further modification of the 
questionnaire and to attempt to define 
more clearly the limits of the City’s 
authority in conducting such audits. 
Meanwhile, the following are some 
conclusions reached by the authors 
of this article which the practitioner 
may find useful as guides in audits- 
by-mail situations: 


1. A taxpayer is not legally obli- 
gated to submit the questionnaire to 
the Bureau. If the required informa- 
tion is not readily available, or if the 
taxpayer prefers an office or field au- 
dit, he has a right to so advise the 
Bureau. 

2. If the taxpayer’s records are 
complete and the preparation of the 
questionnaire does not pose too much 
of a problem, it is recommended that 
it be submitted. 

3. If the proposed deficiency is 
not acceptable, a conference or audit 
based upon an examination of the 
taxpayer’s records can still be re- 
quested. 

4. Accurate and complete records 
should be maintained. This will be 
of great benefit if the examiner’s find- 
ings, based on test-checks, appear 
unreasonable. 

5. A taxpayer should consider 
carefully before he accepts a proposed 
deficiency only because the proposed 
deficiency is nominal. It is impor- 
tant to remember that such accept- 
ance sets a precedent for future 
examinations. 





THE QUALITY OF INDEPENDENCE 


Independence has been described many times as a state 
of mind. It is an intellectual quality, inseparable from pro- 
fessional integrity, and both the foundation and keystone of 
the public accounting profession. It is the chief reason for 
the growth of the profession. The young man entering the 
profession, even though of unquestionable character, must be 
taught what independence means when applied to his work. 
He must learn by example and by constant observation so 
that gradually he will accumulate a store of understanding to 
the point where this intangible quality becomes instinctive 
and a part of him. 


BurNELL H. DeVos, “Independence,’ 
THE PRICE WATERHOUSE REVIEW, Summer 1959 
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Direct Costing Approaches 
to Management Decisions 


By WILLIAM E. ARNSTEIN, CPA 


The use of an orthodox accounting system need not preclude 
the employment of direct costing techniques for decision- 
making. The author discusses various methods of separating 
fixed from variable costs and illustrates how the resulting 
information can be used by management in making decisions 
as to product line abandonment or promotion, make-or-buy, 
capital expenditures, and similar managerial problems. 


As recently as ten years ago few 
readers of this magazine, including the 
author of this article, would have rec- 
ognized the phrase “direct costing” 
although there were several companies 
which had been using the system for 
some time. However, in the last few 
years there has been a great deal of 
discussion about the advantages and 
disadvantages of manufacturing com- 
panies adopting direct costing as a 
system of accounting. Although there 
are several definitions of direct cost- 
ing, for purposes of this article it may 
be described as a method of costing 
under which only variable costs are 
charged to products or departments 
and all fixed costs are shown as one 
figure which is charged against the 
marginal profit, i.e., the excess of the 





WILLIAM E. ARNSTEIN, CPA, is 2 mem- 
ber of our Society’s Committee on Manage- 
ment Advisory Services and of the Society 
for the Advancement of Management. Mr. 
Arnstein, who is a graduate engineer, is a 
partner in the firm of S. D. Leidesdorf & 
Co., Certified Public Accountants. 


selling price of products over the vari- 
able costs of such products. Much of 
the argument that has raged on the 
propriety of direct costing as a system 
of accounting has centered on the 
valuation of inventories and, accord- 
ingly, has been confined for the most 
part to a discussion of whether fixed 
manufacturing costs should be allo- 
cated to products. However, direct 
costing also involves the charging of 
variable selling and administrative 
costs to products even though they 
actually do not affect inventories since 
they have not been incurred at the 
time the goods reach finished stock. 


PROS AND CONS OF DIRECT 
COSTING AS A SYSTEM 


It is not the purpose of this article 
to review the voluminous material 
already published which attacks or 
defends direct costing. However, it 
seems reasonably obvious that the 
basic purpose of accounting is to help 
management run its business at the 
maximum profit. Experience has indi- 
cated that manufacturing companies 
will obtain more useful information in 
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helping them make decisions from 
direct costs than they will be able to 
get from orthodox costs. Also, direct 
costing saves much clerical labor by 
eliminating the need to allocate fixed 
expenses. However, accounting figures 
are used by a great many people, both 
inside and outside the company, who 
are not accountants. These people 
have grown accustomed to the normal 
relationships of certain figures over a 
period of years, and any change in ac- 
counting conventions which substitutes 
entirely different figures under very 
similar labels is bound to be confusing. 
With certain exceptions, it may be said 
that this confusion will cause more 
harm than is warranted by the good re- 
sulting from the better information 
available under direct costing. Further- 
more, under certain government regu- 
lations, direct costing is not an accept- 
able method of accounting and annual 
statements must be adjusted to an 
orthodox basis. Accordingly, it is 
probable that most companies would 
be hurt if they adopted direct costing 
for their basic records, at least until 
it is generally better understood and 
accepted, but in the meantime they 
can help themselves by obtaining the 
information which a direct costing sys- 
tem throws off automatically while con- 
tinuing to keep their books according 
to conventional accounting practices. 
In passing it might be mentioned that 
many companies are today using a 
standard cost system which carefully 
differentiates both in unit costs and 
departmental costs between fixed and 
variable overhead. Such systems have 
been in successful use for a long time 
and, if properly used, will provide 
much of the data needed for manage- 
ment decisions. 

The remainder of this article will 
be devoted to a discussion of methods 
of separating fixed from variable costs 
without keeping the books of a com- 
pany on a direct costing basis, and to 


a presentation of some illustrations of 
how the resulting information can best 
be used. 


SEPARATING FIXED FROM 
VARIABLE COSTS 


Most accountants have at one time 
or another been faced with the problem 
of determining what portion of a com- 
pany’s costs or what portion of a par- 
ticular account is fixed (i.e., does not 
vary with changes in production), and 
what portion is proportionately vari- 
able with production. Before discussing 
the most acceptable methods of solving 
this problem, it is important to mention 
that fixed costs are never truly fixed 
in the sense that nothing can change 
them. Such items as executive salaries, 
real estate taxes, and depreciation are 
generally considered examples of fixed 
costs. However, executive salaries can 
be moved up or down and if volume 
increases sufficiently more executives 
may have to be added or, if volume 
falls off, some may have to be dropped. 
Similarly, real estate taxes are fixed 
only as long as the same space is kept, 
and depreciation is fixed only as long 
as the same buildings and the same 
equipment within the buildings are 
owned. For purposes of the present 
discussion fixed expenses will be con- 
sidered as those which in all likeli- 
hood will remain relatively fixed in 
amount within the limits of the changes 
in amounts of production being con- 
templated. 


ANALYTICAL APPROACH 


The first and most common method 
of separating fixed from variable ex- 
penses is at best an estimate but us- 
ually will be sufficiently accurate for 
the uses to which the information will 
be put. It consists merely of an 
analysis or study of what each account 
within each department contains. For 
example, after it is known that main- 
tenance expense consists of the salary 
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of the maintenance foreman, one chief 
electrician, one chief millwright, one 
chief painter, and seventeen assistant 
electricians, millwrights, and painters, 
their fringe benefits, the depreciation 
on machine shop equipment, the lu- 
bricating oil, perishable tools and paint 
used in their work, and how many dol- 
lars is represented by each of these 
labels, it is not too difficult to deter- 
mine, with the help of the maintenance 
foreman, what the effect would be on 
each of these expense classifications 
if production dropped 10 percent or 
conversely if it increased 10 percent. 
Exactly the same approach can be 
used in analyzing any other account. 
The most important consideration is 
to be sure that the estimating is done 
in conjunction with someone who is 
actually familiar with the pattern of 
past variations in expenses as produc- 
tion varied. 


THE GRAPHICAL AND 
MATHEMATICAL METHODS 


The second method of separating 


fixed from variable expenses consist: 
of taking monthly production and ex- 
pense figures (the expense can be 
either by account or groups of ac- 
counts) and determining how expense 
actually has varied with production. 
Past monthly expense figures at various 
levels of production can be plotted on 
graph paper, with production along the 
horizontal axis, and the expense for 
the month along the vertical axis. 
Ordinarily the plotted points wili be 
found to be a series of dots which lie 
more or less along a straight line. A 
straight line can be drawn by eye 
to fit these points. Fixed expense cor- 
responds to the distance above the 
horizontal axis where this line inter- 
sects the vertical axis (zero produc- 
tion). The slope of the line (ratio of 
vertical increment to horizontal incre- 
ment) represents the variable expense 
per unit of production. Exhibit I shows 
such a chart based on the figures 
shown in the table in the lower right 
hand corner. 
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While a line which is drawn by eye _ straight line. The technique used j; 
may be sufficiently accurate for the usually referred to as the “method of 
purposes at hand, it may cause con- least squares.” Exhibit II illustrates 
troversy because someone else may the use of this method. It should be 
feel that some other line would fit the noted that in the equation in Exhibit 
points better. This uncertainty can _ II, “a” is the fixed expense and “ph” 
be eliminated by applying a mathe- is the amount of variable expense 
matical formula to the table which will which must be added for each unit 
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result in the proper equation for the of production, “x”. 





EXHIBIT II 


EXAMPLE OF USE OF LEAST-SQUARES TECHNIQUE IN ARRIVING AT 
FIXED AND VARIABLE ELEMENTS OF AN EXPENSE ACCOUNT 





Actual 
Production Actual 
In Pes. Expense 
Month (000) (000) x? xy 

MURNIEOS cds, «Sexe cus kcsiseedensesveessrseammnstiog 20 $ 1.9 400 38.0 
CE eT TATE 30 2.6 900 78.0 
NN aad native vetusskoxavssuvebienensuaannin 40 3.2 1600 128.0 
PM ais ici cau ccis abitesnsustomssveehesebornvened 60 3.9 3600 234.0 
BU asa dh css cecsaucanvabubnascapnapabsuseenstessecess 40 3.0 1600 120.0 
Nera opery Soe ae 25 2.3 625 57.5 
Nac ésak ta vivesavievvasssivaasovssyenavescasenies 35 o Pe | 1225 94,5 
Re i in cuss aan eelerctnanicoinedie 50 33 2500 165.0 
NNN OE sss sacecaspvinessscoscscwssessiavstonss 70 4.5 4900 315.0 
OS he ee ee 40 2.9 1600 116.0 
OT a ee ee 20 2.0 400 40.0 
DUNO D Socesicuscescsisdoeswestsvasvencrearesns 20 1.9 400 38.0 


D Male,, SAE SIF OL) sscscsssses 450 $34.2 19750 1424.0 

















The equation for a straight line y = a + bx is then solved where y is the expense, 
x, the production, a, the fixed component of expense and b, the variable factor of expense. 
This is done by restating the equation twice: once in terms of the totals of the columns 
3S ¥ na +o) SS x 
(where n is the number of items in the total); and once in terms of the aforesaid totals 
each multiplied by x 
Szy=a3x-+ bs 2 
These figures are also found at the bottom of the table columns. 
Substituting figures for symbols, the first and second equations become: 
342 = 12a -+ 450-5 
1424.0 = 450a + 19750 b 
Solving these simultaneous equations by multiplying the first by 75 and the second by 2: 
2565.0 = 900a + 33750 b 
2848.0 = 900a + 39500 b 


—283,0 =~ 5750 b 
b = .0492 
Substituting this value for b in the first of the simultaneous equations: 
34.2 = 12a + .0492 times 450 
a = 1.005 expressed in thousands 


Subtracting: 


or fixed expense is $1005. 
The formula is now: Expense = $1005 + .0492 times production in pieces. 
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The graphical or mathematical 
methods can be used as a check on 
the analytical method described pre- 
viously but should not be used by 
themselves except under circumstances 
which are thoroughly understood. The 
major fault of these methods is that 
abnormalities will occur in certain 
months which should not be reflected 
in the normal fixed-variable relation- 
ship but which will find themselves 
reflected in this approach unless they 
are specifically eliminated. As an ex- 
ample, the Maintenance Department in 
a factory may find that its load varies 
to some extent with production and 
this would be a normal relationship. 
However, if this same Maintenance 
Department were asked to take care of 
machine overhauls during a period 
when production was slack, a not 
unusual occurrence, the result would 
be to completely confuse the expected 
relationship. A second fault of these 
methods is that they tend to perpetuate 
in management’s thinking any past 
failure on the part of supervision to 
reduce variable costs as production 
decreased. 

Although the analytical method must 
be carried out account by account and 
usually department by department, no 
such limits exist on the graphical or 
mathematical methods and accordingly 
some companies will use the analyti- 
cal method on each account, add up 
the results obtained for the entire com- 
pany, and check the total by means of 
the graphical technique. The resulting 
graph which shows total expenses 
broken down between fixed and vari- 
able will be recognized as the basis 
for a break-even or a profit-volume 
chart, 

Having briefly reviewed the methods 
of Separating fixed from variable costs, 
it is now appropriate to consider the 
uses to which the resulting informa- 
tion can be put. 


MANAGEMENT DECISIONS 


In discussing the various types of 
management decisions which are 
helped by a knowledge of the portion 
of unit costs or departmental costs 
which are fixed, it should not be over- 
looked that there are some manage- 
ments who are not aware of some of 
their problems. For instance, it is 
assumed in the following example that 
management was trying to find out if 
it was losing money by accepting small 
orders. There are many companies 
which have never stopped to consider 
this problem, but the possibility is 
always present that orders below a cer- 
tain size are uneconomic to handle and 
it may well be that some consideration 
should be given to such a study. Once 
a review is undertaken, it quicky be- 
comes apparent that a correct answer 
requires some knowledge of the fixed 
and variable components of costs. 

In a particular case, a manufacturer 
found that 80 percent of his volume 
was shipped on 20 percent of his 
orders, a fairly common situation. He 
further found that the smallest 10 
percent of his orders had an average 
sales value of $6.50. He had pre- 
viously discovered that his order proc- 
essing costs including invoicing, re- 
cording the account receivable, select- 
ing the merchandise, checking it, 
packing it, and writing the shipping 
documents was $3.00 per order. Since 
his gross profit averaged 30 percent 
(which is $1.95 on a $6.50 sale) it 
seemed that he was losing money on 
every such order shipped. He recog- 
nized that a small fill-in order for a 
good customer would have to be ac- 
cepted regardless of the loss, but he 
found that there were certain custom- 
ers whose orders were virtually all of 
this size. He wanted to know whether 
these accounts should be discontinued. 

The problem was approached from 
a direct cost point of view. On this 
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basis it was discovered that his margi- 
nal manufacturing profit (i.e., the dif- 
ference between selling price and vari- 
able manufacturing costs) was 50 per- 
cent and that this figure was the one 
he should have used rather than the 
30 percent gross profit. This was so 
because he had included in manu- 
facturing costs fixed overhead which 
in this instance was 20 percent of 
selling price, and this fixed overhead 
was going to be there whether he serv- 
iced these particular accounts or not. 
It also developed that his $3.00 order 
servicing cost included allocations of 
fixed supervisory and occupancy ex- 
penses, whereas his out-of-pocket or- 
der costs for the $6.50 sale were only 
$1.50. Thus his variable manufac- 
turing costs were $3.25 which, added 
to his variable order processing cost 
of $1.50, gave him a total out-of- 
pocket cost of $4.75. The difference 
between that figure and $6.50 is the 
extent to which his profits would be 
hurt if he ceased to sell customers of 
this type. In other words, if he dropped 
these customers the fixed costs which 
they were partially absorbing (al- 
though not entirely) would have to be 
absorbed by other orders and the 
company as a whole would have had 
reduced profits. 

Although a number of factors be- 
sides costs were considered, such as the 
effect of dropping small customers 
upon competition, the building up of 
new accounts, the opportunity for 
salesmen to concentrate on the larger 
accounts, etc., these factors were not 
determining. Accordingly the decision 
was made to retain the small accounts. 
In making the calculation as to which 
costs should be considered fixed, it was 
recognized that a cost which would 
not change through the dropping of 
a few accounts might very well change 
if a large number were dropped. The 
foregoing figures are based on accept- 
ing as fixed only those expenses which 
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would not have changed if the entire 
group of customers which were cop. 
sidered to be “small” had _ been 
dropped. 


PRODUCT LINE ANALYSIS 


Another instance where the recog. 
nition of fixed and variable costs can 
be helpful is in the case of a company 
which seems to have a number of 
products which are making money, and 
a number of other products which are 
losing as much as the first group 
makes. One manufacturer had deter- 
mined to round out its product line 
by acting as a jobber for certain prod- 
ucts it was not equipped to manufac- 
ture. On the products for which the 
company was in effect a wholesaler, it 
was charging selling and administra- 
tive expense at its average experience 
of 35 percent, which inevitably caused 
these products to show a loss because 
the normal wholesale markup was 20 
percent and competition forced the 
company to buy and sell at the prices 
which were generally accepted in the 
field. 

A direct cost approach to this prob- 
lem very quickly revealed that the 
abandonment of the jobbed products 
would reduce selling and administra- 
tive expense less than the 20 percent 
margin the jebbed products were 
showing. The study could very well 
have stopped there, having proven the 
propriety of retaining the jobbed prod- 
uct lines, but the direct cost approach 
was carried one step further. A calcu- 
lation was made to determine what the 
selling and administrative expense pét- 
centage would be on the products 
which the company manufactured 
itself if the jobbed products wert 
dropped. The figures indicated thal 
the percentage would then be about 
45 percent. Since it was known thal 
this was entirely out of line with other 
manufacturers in the industry, the 
study served to draw attention to a 
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unhealthy situation in the manufactur- 
ing part of the business, and remedial 
steps were taken shortly thereafter. 


PRODUCT EMPHASIS 


Manufacturers are constantly faced 
with the problem that their advertising 
appropriation is too small to be effec- 
tively spread over all the company’s 
products. Similarly, there is always the 
question of which product to ask the 
salesmen to push and which product 
to emphasize in point-of-sale promo- 
tional material. This question can 
ordinarily be answered most effectively 
through a direct cost approach which 
may be illustrated by reference to Ex- 
hibit III. 

Exhibit III-A shows a situation in 


a company as it existed prior to the 
commencement of a promotion. Under 
the assumptions made in this example, 
the company is selling two products, 
A and B, and it knows that each sells 
for $10 per unit. On the basis of 
cost figures already available, it is 
known that raw materials on Product 
A are $5, Product B, $3; direct labor 
on Product A is $1, Product B, $2. 
Overhead has been allocated in pro- 
portion to direct labor, and it has 
been found that it is necessary to 
allocate overhead at 150 percent of 
direct labor in order to absorb it. Ex- 
hibit III-A shows that Product A has 
a gross profit of $2.50 or 25 percent, 
and Product B has a gross profit of 
$2.00 or 20 percent. 





EXHIBIT III-A 


EXAMPLE OF USE OF MARGINAL PROFIT IN PLACE OF GROsS PROFIT IN 
SELECTION OF PRoDUCT LINE To BE PROMOTED 


Situation Prior to Promotion of Either Product 





















































Unit Costs Total Costs 
Product Product Product Product Both 

A B A B Products 

1, Sales (A—10,000 pcs. 
B—10,000 pes.)........ $10.00 $10.00 $100,000 $100,000 $200,000 

Costs: 

De AW) WEDIGEIAIG:, <cscescasvasssuseces $ 5.00 $ 3.00 $ 50,000 $ 30,000 $ 80,000 
Sb ENOCt OBOE ccs sacsesessisnscncess 1.00 2.00 10,000 20,000 30,000 
4, Variable Overhead .............. 50 1.00 5,000 10,000 15,000 
3 Fixed Overhead scsccsssssesessessss 1.00 2.00 10,000 20,000 30,000 
6. Total Manufacturing Costs $ 7.50 $ 8.00 $ 75,000 $ 80,000 $155,000 
AeA CSROBS IBLONE ; scscscescoessavsseceess $ 2.50 $ 2.00 $ 25,000 $20,000 $ 45,000 

8. Marginal Profit (Gross 
Profit & Fixed Overhead) .... $ 3.50 $ 4.00 $ 35,000 $ 40,000 $ 75,000 














Under the assumption that the com- 
pany has decided to spend a certain 
amount of money on an advertising 
campaign for one or other of the prod- 
ucts, and that it is estimated that the 
amount spent will increase the sales 
of the product on which it is spent by 


20 percent, the question is which 
product to advertise. Since both the 
dollar gross profit and the percentage 
gross profit on Product A are higher 
than on Product B, the company would 
normally select this product for its 
advertising effort. The actual change 
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in unit costs and total costs which 
would occur is shown in Exhibit III-B, 
and it will be seen that the gross 
profit for the company rises from 
$45,000 to $52,000. However, if the 
principles of fixed and variable costs 
are considered, Exhibit III-A will be 
read differently; then the fact that the 
marginal profit of Product A is only 
$3.50 while that of Product B is $4.00 
will be controlling. Accordingly the 


company should decide to spend its 
advertising money on Product B and 
Exhibit III-C indicates the result. | 
is seen that the gross profit in Exhibit 
III-C is $1,000 higher than that in Ey. 
hibit III-B. When it is realized that 
many companies survive or fail based 
on differences in profit not much larger 
than this, the benefit to be obtained 
from this type of analysis becomes 
obvious. 





EXHIBIT IlI—B 


EXAMPLE OF USE OF MARGINAL PROFIT IN PLACE OF Gross PROFIT IN 
SELECTION OF PropucT LINE To BE PROMOTED 


Promotion Allocated to Product “A” Based on 
Higher Dollar and Percentage Gross Profit 


Unit Costs 


Total Costs 





Product 
A 


1. Assumed Sales Results 
(A—12,000 pcs. 


B—10,000 pcs.) $10.00 





Product Product Product Both 
B A B 


Products 





$10.00 $120,000 $100,000 $220,000 








Resultant Costs: 

2. Raw Materials (Unit costs 
from line 2 Exhibit III-A 
and by multiplication) ........ 

3. Direct Labor (Unit costs 
from line 3 Exhibit III-A 
and by multiplication) ........ 

4. Variable Overhead (Unit 
costs from line 4 Exhibit 
III-A and by multiplication) 50 

5. Fixed Overhead (Amount in 
last column from line 5, Ex- 
hibit III-A, spread per direct 
labor in line 3. Unit costs by 
division by units in line | 
OS TERINTOIT)  cces coarececsesssce 


$ 5.00 


1.00 


9375 


$ 60,000 $ 30,000 $ 90,000 


12,000 20,000 32,000 


6,000 10,000 16,000 


1.875 11,250 18,750 30,000 














6. Total Manufacturing Costs $ 7.4375 


$168,000 


el 


$7.875 $ 89,250 $ 78,750 








CF || $ 2.5625 


$2.125 $ 30,750 $ 21,250 $ 52,000 

















In reviewing the foregoing example 
it is important to realize that the as- 
sumption here is that neither labor, 
machine time nor manufacturing space 
has been considered as a bottleneck. 
Should any of these be critical, exactly 


the opposite result would occur in that 
for every dollar of direct labor spent 
on Product A there would be a $3.50 
marginal profit, whereas it requitts 
$2.00 of direct labor on Product B to 
produce a $4.00 marginal profit or, in 
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other words, there is only $2.00 of 
marginal profit on Product B for every 
$1.00 of direct labor expended. 


MAKE-OR-BUY DECISION 


A completely different problem 
which can frequently be approached 
on the basis of similar techniques is 
the well-known “make-or-buy” de- 
cision. Quite frequently a purchasing 
agent will bring up for consideration 
the fact that an outside supplier has 
offered to deliver certain parts pre- 
viously made inside the factory at 
costs which are lower than the costs 
assigned to the same part by the com- 
pany itself. Most of the time the pur- 
chasing agents are well aware that they 
must compare total costs from the 
outside with out-of-pocket costs inside 


the factory, but this is not always the 
case. Where companies are division- 
alized, the division manager is fre- 
quently quite reluctant to pay another 
division more than he would have to 
pay an outsider, and the selling divi- 
sion is equally reluctant to sell on an 
out-of-pocket or variable cost basis. 
Once the dimensions of the problem 
are understood and all the figures 
agreed upon, it is usually not too dif- 
ficult to arrive at a solution which 
will be best for the company as a 
whole and still not penalize any specific 
division. Of course, where the neces- 
sary machinery or labor is tied up on 
other work, a company will not infre- 
quently have to buy an item on the 
outside which it could make more 
cheaply itself. 





EXHIBIT II—C 


EXAMPLE OF USE OF MARGINAL PROFIT IN PLACE OF Gross PROFIT IN 
SELECTION OF PRopUCT LINE To BE PROMOTED 


Promotion Allocated to Product “B” Based on 
Higher Dollar and Percentage Marginal Profit 


Unit Costs 


Total Costs 





Product 
A 





— 


. Assumed Sales Results 
(A—10,000 pcs. 


B—12,000 pcs.) ...sccssscesson $10.00 


Product Product Product Both 
B A B Products 








$10.00 $100,000 $120,000 $220,000 





Resultant Costs: 


2. Raw Materials (Unit costs 
from line 2 Exhibit III-A 
and by multiplication) ........ 

. Direct _Labor (Unit costs 
from line 3 Exhibit III-A 
and by multiplication) ........ 

4. Variable Overhead (Unit 
costs from line 4 Exhibit 
III-A and by multiplication) 50 

5. Fixed Overhead (Amount in 
last column from line 5, Ex- 
hibit III-A spread per direct 
labor in line 3. Unit costs 
by division by units in line 1 
of this Exhibit) ............c0 


$ 5.00 


w 


1.00 


883 


$ 3.00 


$ 50,000 $ 36,000 $ 86,000 


2.00 10,000 24,000 34,000 


1.00 5,000 12,000 17,000 


1.767 8,833 21,167 30,000 





6. Total Manufacturing Costs $ 7.383 


$ 7.767 $ 73,833 $ 93,167 $167,000 





7. Gross Profit $ 2.617 


SP eee reeeceveseseccecceoes 


$ 2.233 $ 26,167 $ 26,833 $ 53,000 
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CAPITAL PURCHASES 


A number of excellent formulae 
have been worked out to help man- 
agement evaluate the benefits to be 
obtained from major capital goods in- 
vestments. These formulae generally 
reflect'somewhat varying philosophies 
with respect to return on investment. 
The typical small company is not pres- 
ently using any of these formulae and 
in most cases will probably find them 
difficult to adopt. Such companies do, 
however, compare the savings to be 
expected from new machinery with the 
cost of such machinery. Quite fre- 
quently the problem arises as to when 
it pays to buy more up-to-date equip- 
ment which will require less labor per 
unit produced. In these calculations the 
overhead applicable to the difference 
in labor costs is sometimes treated as 
part of the labor saving and sometimes 
not. It seems clear that the proper 
approach is to use only that part of 
the overhead which varies with direct 
labor, such as fringe benefits and other 
payroll percentages. In most instances 
the fixed portion of overhead will be 
much the larger one. It seems obvious 
that a labor saving machine will not 
save any of this fixed overhead and 
may even increase it. Under orthodox 
accounting the apparent saving in over- 
head allocated to the operation merely 
means that the fixed overhead which 
has been “saved” will have to be ab- 
sorbed elsewhere in the plant and the 
effect on the company’s net profit of 
this seeming saving is nil. 


USE IN BUDGETING 


One of the early improvements in 
cost accounting techniques was the de- 
velopment of “flexible budgets” for use 
with a standard cost system. The flex- 
ible budget technique is rather simple 
in that it merely forecasts the amount 
of certain semi-fixed expenses that 
should be expected when operating at 


various percentages of capacity, To 
illustrate, a department might require 
a foreman and two assistant foremen 
at 100 percent capacity; it could get 
along without one assistant foreman at 
80 percent capacity; and could get 
along without the other assistant fore- 
man at 60 percent capacity. In this 
situation the plant superintendent js 
responsible for seeing to it that the 
schedule is followed, but he is not 
expected to have reduced his costs in 
this account by 10 percent if opera- 
tions drop from 100 percent to 90 per- 
cent, for the simple season that there 
is no way of firing 10 percent of three 
foremen. The flexible budget proce- 
dure recognizes this. 

The direct cost approach to budget- 
ing permits the preparation of a single 
budget at the beginning of the year 
based on estimated average monthly 
sales. Each account is broken down 
between its variable and fixed compo- 
nents and the variable components are 
expressed not only in total dollars but 
also as dollars per sales dollar. Then in 
any month the expected costs can be 
arrived at by multiplying the unit vari- 
able cost by actual sales and add- 
ing the fixed costs. A great many 
companies can take advantage of 
this procedure without adding to the 
present clerical burden of their budget- 
ing or the work of making monthly 
comparisons of budgeted costs with 
actual. The results are substantially 
more meaningful than under budget- 
ing systems which attempt to com- 
pare actual dollar costs with budget 
dollar costs although the budget was 
prepared on the assumption of differ- 
ent sales than actually took place. The 
results are also an improvement over 
those situations where actual cost pet 
centages are compared with budget 
cost percentages and no allowance is 
made for the inflexibility of the fixed 
costs in both figures. 
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require In each of the foregoing examples . ea or added on the —— — 
oremen it has been assumed that a proper #tMough it 1s not covering its full share 
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man at will provide the right answer to a toward the a —— or xe ry 
ild et problem. There is no question that It is suggested that in decisions o his 
nt fore- this is true over a relatively short ‘YPe the customer or product be criti- 
In this period. However, experience has in- cally viewed and every effort be made 
dent is dicated that fixed costs tend to rise ‘0 replace it with business which will 
hat the with volume if a sufficiently long time- be profitable on a full allocation basis 
is not span is considered. Accordingly some unless the contribution to fixed costs 
osts in caution must be exercised in making _ is fairly substantial. 
Opera- 
90 per- 
it there 
f three COOPERATION AND THE AUDIT ENGAGEMENT 
proce- ... there is no audit engagement in which there is maxi- 
mum cooperation between the two parties. In most cases, this 
udget- lack of cooperation is not deliberate but when it is, it is gen- 
| Single erally because the client feels that the auditor is not sympa- 
€ year thetic to his viewpoint. It more often happens because there 
onthly may be lack of understanding as to the purpose and scope 
down of the audit, or there may be a clash of personalities. There 
ompo- may also be inexperience, incompetence or lack of authority 
nts are at the point of contact where the work is done. More im- 
portantly, it may be because of an inadequate conception of 
ars but : : : : ‘ rae 
wee the relationship between client and auditor and*of the principle 
of independence of the auditor. 
can be The misunderstanding often starts at the very top. Audi- 
it varl- tors and general management men ofttimes speak different 
| add- languages. It is surprising, but true, that even some few ac- 
many countants in private industry lack a clear idea of audit pro- 
ge of cedures and practices. It is not infrequent that auditors have 
to the been engaged by men of industry who have preconceived ideas 
udget- as to what the audit is to accomplish and how it is to proceed. 
onthly There are those who have, even after several audits, only a 
with general understanding as to what is involved in an audit. To 
ntially them, cooperation may mean “give the auditor what he asks 
for but don’t volunteer information,” or “give him the records 
udget- and let him work it out” or “let him do what he wants as long 
com- as he doesn’t interfere with the routine.” A mistaken idea that 
yudget volunteered information or assistance is a violation of the 
t was auditor’s independence, no doubt, has fostered this reluctance 
differ- on the part of the client to go beyond the requests of the 
. The auditor. In my opinion, a higher conception of cooperation 
t over as joint planning and working together toward a common 
goal, is a legitimate and workable relationship which needs 
t per to be more fully explored in most audit engagements. 
t 
win R. E. Wiicus, “Cooperation Between 
the Public Auditor and his Client,” 
fixed Bulletin of the Georgia Society of CPAs, May 1959 
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New York State Tax Forum 


Guest Editor-—-Wooprow W. RILL, CPA 


DECLARATION OF ESTIMATED TAX 


During the 1959 session of the 
New York State Legislature a number 
of tax bills were passed, many of which 
were to conform the state statute to 
the Internal Revenue Code. One of 
the new provisions, which probably 
will affect most taxpayers and which 
will require the services of the ac- 
counting profession more than any 
other, is the requirement to make dec- 
larations and payments of estimated 
income taxes. The purpose of this 
discussion is to point out the many 
differences between the federal and 
state statutes with respect to decla- 
rations and payments of estimated tax; 
to one who is not cognizant of such 
differences, the cost could be great. 


FILING OF DECLARATIONS 


Firstly, the requirements pertaining 
to the filing of declarations are differ- 
ent. In most cases, the federal re- 
quirement for filing is met if a tax- 
payer’s gross income includes more 
than $100 from sources other than 
wages, and if his total gross income 
exceeds the sum of $600 times the 
number of exemptions, plus $400; 
whereas the state requirement is not 
met until the combined gross income 
other than wages and net capital gain 





WOODROW W. RILL, CPA, is a member 
of our Society's Committee on New York 
State Taxation. Mr. Rill is an Assistant 
Manager with Ernst & Ernst in New York 


City. 


exceeds the sum of $600 times number 
of exemptions, plus $400. The te. 
quirement that a declaration be filed 
when gross income exceeds $5,000 for 
a single individual or married indi- 
vidual not entitled to file a joint decla- 
ration, or when gross income exceeds 
$10,000 for a married person entitled to 
file a joint declaration with his spouse, 
is substantially the same in both cases. 
However, this federal rule is not appli- 
cable where more than $100 is from 
sources other than wages, in which 
case the first formula mentioned above 
is to be used. A married taxpayer 
with two children and having interest 
income of $125.00 and wages of 
$9,800, a gross income of $9,925, 
would be required to file a federal 
declaration because his income from 
sources other than wages exceeded 
$100 and his gross income exceeded 
$2,800 ($600 times four exemptions 
plus $400); however no state declara- 
ration would be required because his 
income from sources other than wages 
did not exceed $2,800 and his total 
gross income did not exceed $10,000. 

Both the federal and state statutes 
provide one method for determining 
the amount of underpayment of an in- 
stallment of estimated tax. Each pro- 
vides that the underpayment is the 
excess of (a) the amount of the in- 
stallment payment that would be re- 


Ep. Note: For an interim period, until 
a permanent departmental editor has been 
selected, this department will be conducted 
by guest contributors. 
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quired if the estimated tax were 70 

rcent of the actual tax for the year, 
over (b) the amount of the installment 
paid by the due date; however, in the 
case of a farmer, the federal statute 
substitutes 6624 percent for 70 percent. 


METHODS OF COMPUTING 
ESTIMATED TAX 


The federal statute prescribes five 
permissible methods of computing an 
estimated tax and if the taxpayer meets 
the conditions of any one of the five, 
then there shall be considered to be no 
underpayment. The state statute pre- 
scribes only two methods, one being 
identical with the federal rule that the 
estimated tax be equal to at least 70 
percent of the actual, and the other, 
that the estimated tax for current 
year be equal to the tax of the preced- 
ing year. However, as to the latter 
tule, the federal statute refers to “the 
tax shown on the return of the indi- 
vidual for the preceding year” whereas 
the state statute refers to “the tax of 
the individual for the preceding tax- 
able year.” A taxpayer whose income 
is unpredictable or is expected to in- 
crease would probably avail himself of 
this latter method of basing his esti- 
mate on the tax of the preceding year. 
For federal purposes such method is 
a safe one because all the taxpayer has 
to do is to pay at least the amount of 
tax as shown on his preceding year’s 
return, but to rely on such a method 
for state purposes might be dangerous 
since an additional assessment of tax 
would entail failure to meet the con- 
ditions of the alternative method. In- 
asmuch as the measure of underpay- 
ment is based on the aforementioned 70 
percent of the current year’s tax there 
could be a considerable “penalty.” 


ADDITIONAL CHARGE 
FOR UNDERPAYMENT 


Both the federal and state statutes 
provide that there shall be added to 


the tax an amount determined at the 
rate of 6 percent upon the amount of 
underpayment for the period of the 
underpayment. The federal statute 
states that the rate is 6 percent per 
annum whereas the state statute does 
not have the words “per annum” so it 
would appear that a flat rate of 6 per- 
cent could be charged regardless of 
the length of the period of underpay- 
ment. The Federal statute contains a 
definition of the term “period of under- 
payment,” but no such definition is 
included in the state statute. The ab- 
sence of a definition may imply that 
the 6-percent charge is to be deter- 
mined without regard to the length of 
period of underpayment. 


Is the additional charge because of 
underpayment, a tax, a penalty or in- 
terest? The provision is in subdivi- 
sion 3 of Section 376 of the New York 
Tax Law and the caption of 376 is 
“Penalties, additional taxes and inter- 
est.” In the nine subdivisions of Sec- 
tion 376, the words “penalty” and 
“added to the tax” are used frequently, 
but there appears to be no direct refer- 
ence to “interest.” In the case of the 
federal charge for underpayment, it 
would make no difference whether the 
additional amount represented tax or 
penalty because in neither circumstance 
would the amount be deductible in 
determining federal taxable income. 
There could be considerable difference 
in the result with respect to the charge 
made under the state law. If it is a 
penalty, the amount would not be 
deductible for either federal or state 
tax purposes; if it is merely an addi- 
tion to the state tax, then such amount 
would be deductible in determining 
federal taxable income; and, of course, 
if it is interest, then it would be de- 
ductible in determining both federal 
and state taxable income. On.March 
11, 1959, the Department of Taxation 
and Finance published an informal 
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question and answer booklet in order 
to acquaint taxpayers with the more 
important provisions of the new law. 
Item 73 of the questions and answers 
states that “6% interest is imposed 
where the taxpayer substantially under- 
states his tax; however, a further 
statement is made that “As a practi- 
cal matter, the penalty can be avoided 
in most cases by filing amended decla- 
rations .. .” (Emphasis added.) Item 
74, in answer to a question as to 
whether a taxpayer simply pays his 
entire tax on April 15 if he failed to 
file a declaration, states that “If he 
was required to file a declaration and 
fails to do so, a 6% penalty is im- 
posed. In addition, he is subject to 
criminal penalties.” 


Many taxpayers who receive wages 
subject to the withholding of federal 
income taxes do not file declarations 
of estimated federal tax where the 
amount of withholding equals at least 
70 percent of their tax liability, because 
there would be no underpayment and 
there is no penalty for failure to file a 
declaration even though under such 
circumstances the Internal Revenue 
Code may provide that a taxpayer 
shall make a declaration. Unlike the 
federal statute, the state statute pro- 
vides that where an individual without 
fraudulent intent, fails to make, sign 
or certify any return or declaration of 
estimated tax within the time pres- 
cribed, he shall be liable to a penalty 
of not more than one thousand dollars. 
That appears to be a pretty stiff pen- 
alty, especially if all the tax has been 
paid through withholding; whether the 
State Tax Commission will actually 
impose such a penalty except in very 
unusual circumstances is a matter of 
conjecture, but certainly this provision 
should not be overlooked by the tax- 
payer or his accountant. The State 
Tax Commission has announced that 
where the total estimated tax, after 


deducting the amount to be withheld, 
is $40 or less, the taxpayer may file 
his declaration at any time on or be. 
fore January 15 of the succeeding year, 
Even under this last situation, a decla- 
ration is required to be filed unless 
the taxpayer files a final return, accom- 
panied by full payment, by January 
31. 


DATES OF WITHHOLDING AND 
INSTALLMENT PAYMENTS 


The Internal Revenue Code pro- 
vides that for the purpose of determin- 
ing the time of payment and amount 
of taxes withheld on wages, an equal 
part of the total for the year shall be 
deemed paid on each installment date 
unless the taxpayer establishes the 
dates on which individual amounts 
were actually withheld. This provision 
has afforded a means whereby a tax- 
payer has been able to avoid penalty 
for underpayment of tax for a prior 
installment merely by having his em- 
ployer withhold additional taxes in the 
latter part of the year. No such pro- 
vision is included in the state tax law 
and on what date the tax withheld may 
be considered to be paid is uncertain. 


JURATS ON DECLARATION FORMS 


Most taxpayers base their declara- 
tions either on 70 percent of the an- 
ticipated actual tax or on one of the 
alternative methods which entails the 
lowest payment; still neither the fed- 
eral nor the state declaration form spe- 
cifically provides for any one of such 
methods. This may require a taxpayer 
either to declare his entire estimated 
income tax or to make notations on 
the form as to the basis used for his 
estimate in order to avoid signing what 
might be construed to be a false state- 
ment. Either the body of the forms 
should be revised or the jurat omitted 
and, in the latter case, a signature 
might be required merely for identifica- 
tion purposes. 
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Accounting at the SEC 


Conducted by Louis H. RAPPAPORT, CPA 


With the current bull market, there 
has been a rash of offerings of securi- 
ties of small, privately-owned com- 
panies. In some of these offerings, the 
reports of the certifying accountants 
disclose that in prior years the ac- 
countants did not observe the taking 
of physical inventories. 

In a privately-owned company, the 
management may also be the owners 
of the business, and, having no re- 
sponsibility to other owners, manage- 
ment is sometimes willing to settle for 
less than a conventional, unqualified 
accountants’ report if it means a re- 
duction in the audit fee. Management 
may limit the scope of the account- 
ants’ examination by asking the ac- 
countants not to observe the taking of 
the physical inventory or not to con- 
firm receivables. 

In the long run we think this kind 
of management policy is penny-wise, 
pound-foolish. Management can rarely 
be absolutely certain of what need they 
may have for fully certified financial 
statements. It is impossible to pre- 
dict what event or transaction may 
arise in connection with which they 
should be able to furnish convention- 
ally certified statements. How much 
better it is to furnish a “clean” certifi- 





LOUIS H. RAPPAPORT, CPA, a partner 
in the firm of Lybrand, Ross Bros. & Mont- 
gomery, CPAs, is the author of SEC AC- 
ae PRACTICE AND PROCED- 


cate when called upon to do so, rather 
than explain why a qualified certificate 
is all that is available. Certainly a 
certificate based on the usual examina- 
tion costs more than one based on a 
limited examination, but the client gets 
more, too! 

If management decides to register 
with the SEC prelimimary to a public 
offering of securities, the certifying ac- 
countant may have a real problem in 
satisfying himself as to intervening in- 
ventories if his examinations in prior 
years have been limited in scope. Bear 
in mind that the law and the regula- 
tions call for certified financial state- 
ments. If the accountants’ report con- 
tains an important qualification run- 
ning to inventories, for example, the 
SEC may well take the position that 
the statements are not certified. 

Accountants who have been faced 
with this problem have endeavored to 
resolve it in many different ways, and 
their reports reflect the differences in 
approach to the problem and its reso- 
lution. We do not propose to review 
or summarize these reports. We should, 
however, like to bring to our readers’ 
attention a recent auditor’s report 
which is decidedly off-beat. 

The accountant’s problem in this 
case existed in relation to the state- 
ments for the year 1956 of a company 
acquired by his client in 1957 in a 
transaction which, for accounting pur- 
poses, was treated as a pooling of in- 
terests. Hence, the 1956 financial 
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corner DeKalb Avenue, downtown 
Brooklyn — convenient to all sub- 
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statements included the acquired com. 
pany. This is what the accountant said 
in his report: 

We have examined, etc. ... Our examj- 
nation was made in accordance with gen. 
erally accepted auditing standards, and 
accordingly included such tests of the ac. 
counting records and such other auditing 
procedures as we considered necessary in 
the circumstances, except as set forth in the 
following paragraph. 

We did not examine the financial state. 
ments for the year 1956 of one of the com- 
panies acquired in 1957 which acquisition 
for accounting purposes was treated as a 
pooling of interests. The amounts of net 
sales and net income of that company were 
approximately 10% and 6%, respectively, 
of the totals shown in the statement of 
income of (name of company) and consoli- 
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dated subsidiaries for the year 1956. The 
accounting policies and procedures of the 
acquired company were reviewed by us and 
we inquired into the determination of in- 
yentories at the beginning and end of the 
year to ascertain the basis of valuation 
used. Our review and inquiry disclosed 
nothing that would indicate that the ac- 
counts of the company from which its 
statements of income and accumulated earn- 
ings for 1956 were prepared were not 
maintained in accordance with generally 
accepted accounting practice. 

In our opinion, with the comments in 
the preceding paragraph, the accompanying 
balance sheets and statements of income, 
additional capital and accumulated earn- 
ings present fairly the financial position of 
(name of company) and the consolidated 
financial position of the Company and con- 
solidated subsidiaries at November 30, 
1958, and the results of their operations 
for the period of three years then ended 
(including on a combined basis for 1956 
the operations of the afore-mentioned 
company acquired in 1957), in conformity 
with generally accepted accounting princi- 
ples applied on a consistent basis. 


It is difficult to draw conclusions 
about the accountant’s examination 
solely on the basis of the certificate as 
it appeared in the printed prospectus. 
It may well be that the accountants 
did much more to satisfy themselves 
regarding the operations in 1956 of 
the acquired company than appears 
from their report. The report, how- 
ever, is silent in respect of the auditing 
procedures employed, and seems to be 
limited to an inquiry regarding certain 
accounting policies. 

Perhaps the accountants believed 
that a company which contributed 10 
percent of the sales and 6 percent of 
the income in the first year of the 
three-year period covered by the state- 
ments was not material. Nonetheless 
the accountants may have wanted 
whatever protection might be afforded 
by the disclosure that they did not 
audit the acquired company for 1956. 
_ The report appears in a prospectus 
filed with the SEC which became effec- 
live recently. 
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Administration of 


A CPA Practice 


Conducted by Max BLock, CPA 


FURNISHING ANNUAL TIME 
STATEMENTS TO EMPLOYEES 


Consideration should be given to the 
idea of furnishing every staff account- 
ant (and perhaps other personnel, too) 
with an annual time accounting. It 
would show, basically, the number of 
days worked, the number of days 
not worked and paid for, and the num- 
ber of days not worked and not paid 
for. The statement, which could be a 
simple, filled-in mimeographed form, 
could be distributed with the W2 
copies, attached to bonus checks, or 
issued at any other time propitious in 
the individual case. 

What purpose will this serve and will 
it warrant the effort involved? Each 
practitioner must decide this for him- 
self but here are some considerations. 

1. Employees are not fully aware of 
their effective pay. Only if they relate 
time actually worked with the total 
compensation disclosed on the W2 
form do they realize what they receive 
for each day worked. 





MAX BLOCK, CPA (N. Y., Pa.), is a 
former chairman of the Committee on Ad- 
ministration of Accountant’s Practice of the 
New York State Society of Certified Public 
Accountants. He is a lecturer at the Baruch 
School of Business and Public Administra- 
tion of The City College of New York in 
the graduate course on Accounting Practice. 
Mr. Block is a member of the firm of 
Anchin, Block & Anchin. 


2. The tendency to expect more and 
more days off can be counteracted only 
by an intelligent presentation of the 
fact that the number of days worked 
are already less than two-thirds of the 
yearly total, in most cases. This means 
more than one day off out of every 
three days of the year. 

3. Improper attitudes toward the 
adequacy of bonuses may be corrected 
upon the realization of the number of 
non-working days for which the em- 
ployee was nevertheless paid. 


SAVING AN HOUR EACH DAY 


Hours may be measured by the 
clock, or by the accomplishments of 
the individual. Careful planning and 
execution of each day’s work may add 
as much as one extra hour’s achieve- 
ment, without stretching the working 
day. A program for accomplishing this 
objective was prepared by Mr. Paul 
Talbot for readers of the United Busi- 
ness Service and is here reproduced 
because it is deserving of attention by 
all practitioners who spend much of 
their time in their offices. 

How often have you wished you could 
find an extra hour in the day? Many 
times, I am sure. 

Well, if you insist on being literal, it is 
pretty difficult to do. But you can accom: 
plish much the same result by heeding 4 
few of these suggestions: 

1. Keep your desk orderly and reason- 
ably free of “old” material. 

2. Act on each item as it crosses your 
desk instead of shuffling it somewhere. 
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some postponement is indicated, do so defi- 
nitely. Don’t just leave it around. 

3, Organize your work—including the 
things that are to be passed along to others 
for execution. Their time is valuable, too. 

4, Be businesslike with visitors, salesmen 
or fellow-employees who may tend to lin- 
ger. It is YOUR work that isn’t getting 
done while they chit-chat. 

5. Do most of your “must” work in the 
mornings. Try to have a little more lee- 
way in the afternoons. 

6. Use the last 10 minutes of your busi- 
ness day to tidy up your desk and your 
mind for next day’s problems and program. 
Decide which items rate priority and tackle 
them first in the morning. 

Saving time is not easy—you have to 
work at it—but it can be done. A reason- 
able following of these six guides should 
give you that “extra hour” in the day. 


BUDGETS OF AUDIT 
ENGAGEMENT TIME 


In a recent issue of this department 
there was discussed the importance of 
estimating the time required for each 
audit engagement and eventually com- 
paring the estimate with actual time. 


In response to a request for copies of 
forms in use, Mr. Charles S. Rockey, 
CPA, graciously responded with a form 
used by his firm. With his permission 
it is here reproduced. 

The utilization of the budget data 
varies with the billing basis of an 
engagement. If a per-diem billing ar- 
rangement exists, the major value of 
the budget is in programming men and 
time. Even in such cases one must be 
concerned with the reasonableness of 
the aggregate time because of the con- 
cern with not exceeding a client’s own 
budget or concept of a reasonable audit 
fee. In that event a time estimate 
should be prepared. 

Where, however, a fixed fee or maxi- 
mum fee arrangement is in effect it is 
most important for the practitioner to 
know how much time can profitably be 
allotted in each staff area. Variations 
from the budget should, of course, be 
investigated for the information that 
can thereby be developed. 





ASSIGNMENT REQUEST AND TIME AND EXPENSE BUDGET 


From: CSR DMF svy RC LJK 
LW WC Jr. HES RLC DEL 
NJR GFI HKG EFJ 


Client: 





3 ths 
V/31 2/29 3/31 4/30 


6 Months Apnual Tax Returns Specigt 
5/31 6/30 7/31 8/31 9/30 10/31 11/30 12/31 


BILLING ARRANGEMENTS 


Period 


on a/c bill ( ) By what date? 





Fixed Fee ( ) Amount $. 
Other: 





(1) Excluding expenses billed separately. 
Date work to start--preliminary: 
Partners or staff members desired and dates: 
(x before name designates key men) 


Final 


Possible variance--Earliest Latest 





Assigned and dates 


Period Covered: 
From 
To 
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ACCOUNTANTS 


We have prepared a small bro- 
chure entitled, “‘The 3 Principal 
Reasons for an Appraisal Re- 
port Today.” 
A free copy will be mailed 
at your request. 

APPRAISAL AFFILIATES, INC. 

335 Broadway, New York, N. Y. 

BA 7-3571 








It will be observed that the form js 
in the nature of a summary and not , 
worksheet containing the details tha 
lead to the totals. Moreover, the form 
goes beyond the time element, includ. 
ing an estimate of expenses, and pro. 
vision for information as to billings, 
The use of a “firm fee” in the estimate 
is an interesting concept. 

In preparing the “Assignment Re- 
quest and Time and Expense Budget,” 
the partners provide for an orderly 
projection of assignments to meet the 
requirements of clients, to utilize the 
services of staff members efficiently, 
and to keep performance within time 
and expense budgets. 

Normally, each assignment request 
should cover a billing period, or pro- 
vide for interim or on-account billing 
during the projection period. If an 
assignment request provides for work 
to be done between September 1 and 
December 31 as part of a calendar year 
examination, on-account billing may be 
designated on or about December 20. 
An assignment request for a monthly 
engagement should cover each billing 
period and may provide for interim 
billing on account. An assignment re- 
quest for a special engagement should 
provide for billing either during or at 
the conclusion of the engagement, or 
both, as circumstances may warrant. 

The CC Groups (cost card) relate 
to the classification of partners, senior 
and junior staff members and their 
hourly billing rates as projected on the 
cost cards. The period mentioned at 
the top of the form relates to the billing 
period while the period designated at 
the bottom of the form pertains to the 
period of the assignment request which 
may run from June 1 to October I. 
“Billed time” is the actual time spent 
on the engagement during the period of 
the assignment request. The time data 
comes from the record of the actual 
time spent on an engagement, as st 
forth on the cost card. 
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Payroll Tax Notes 


Conducted by SAMUEL S. REss 


VOLUNTARY CONTRIBUTIONS 
rO EFFECT UNEMPLOYMENT 
INSURANCE TAX SAVINGS 


Accountants and employers who 
are dissatisfied with assigned New 
York State unemployment insurance 
tax rates, may be interested in the 
establishment of a system of control 
to safeguard against improper charges 
to the Employer Account and to take 
advantage of the new “voluntary con- 
tribution” provision in the law to effect 
tax savings. 

The purpose of setting up the Em- 
ployer Account for each taxpayer is 
to measure the employer’s Benefit Ex- 
perience Factor, the principal element 
in the state formula for determining 
the tax rate. If the account is kept 
properly, the amount of “voluntary 
contribution” required to secure a 
lower tax rate may be determined. 

The employer account is credited 
with the Initial Account Balance and 
with all timely contributions other than 
subsidiary contributions. It is debited 
with all benefits paid to former em- 





SAMUEL S. RESS, an associate member of 
our Society since 1936, is a member of the 
New York and Massachusetts Bar. He is 
engaged in public practice in his own office 
in New York City specializing in payroll 
taxation and labor-management matters. Dr. 
Ress was formerly a member of the Society’s 
Committee on New York State Taxation and 
chairman of its Subcommittee on Unem- 
ployment Insurance. 


ployees and chargeable to the account 
of the individual employer. It is also 
charged under certain conditions with 
amounts diverted to the General Ac- 
count of the Unemployment Insur- 
ance Fund. 

Tax payments cannot be credited to 
the Employer Account but must be 
credited to the General Account if 
received by the state more than 60 
days after the due date prescribed by 
regulation, and after determination and 
demand for payment has been made 
by the Industrial Commissioner. Late 
payments of contributions adversely 
affect the employer’s future tax rate. 

Diversion Charges to the individual 
Employer Account became permissible 
for the first time on and after June 30, 
1959. The amount of Diversion 
Charges to the individual Employer 
Account must be determined before 
the accountant may be able to com- 
pute the amount to be paid in volur- 
tary contributions after June 30, 1959 
in order to effect tax savings in the 
form of a lower tax rate for the follow- 
ing year. 

If the ratio between the balance it 
the General Account and the total of 
all Insured Payrolls of all employers 
in the state falls below 1.4 percent, 
there are diverted from each individual 
Employer’s Account to the General 
Account certain amounts ranging from 
1/10 of 1% up to % of 1% of the 
individual employer’s payroll. Thes 
debits to the individual Employer Ac 
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count are known as Diversion Charges. 

When Diversion Charges are made 
to the individual Employer Account, if 
not taken into consideration for the 
purpose of making a voluntary con- 
tribution, the expected tax saving may 
not materialize for the employer be- 
cause the amount of the voluntary 
contribution was insufficient to bring 
about the desired result. 

The establishment of a benefit con- 
trol system to safeguard against im- 
proper charges to the Employer Ac- 
count should include provision for the 
checking and follow-up of claims filed 
against the account, and for the peri- 
odic analysis of the experience rating 
charges to the account. Where the 
same appear excessive, appropriate re- 
medial action should be taken by mak- 
ing proper and timely protest against 
erroneous charges and for excessive 
benefit payments for prolonged periods 
or under other conditions which may 
not be allowable under the law. 

Furthermore, checking and review 
of the unemployment insurance tax 
rate assigned to the employer each 
year should be made part of the audit 
program. It may be advisable to make 
an initial survey of the employer’s un- 
employment insurance methods and 
procedures. 


PENALTY FOR FAILURE TO FILE 
TIMELY REPORT OF CLAIMANT’S 
EMPLOYMENT DATA 


In Appeal Board Case No. 69,717- 
59, the Industrial Commissioner ap- 
peals from a decision of the Referee 
overruling the determination of the 
Industrial Commissioner assessing a 
penalty against the employer pursuant 
to Section 575.2 of the Unemployment 
Insurance Law for failure to file a 
teport of claimant’s employment and 
Wages within seven days after demand. 

On November 14, 1957 a request 
for employment and wage informa- 
lion was mailed to the employer with 


tespect to a former employee. The 
employer failed to comply with such 
demand within the time prescribed by 
the statute. The information demanded 
was received from the employer in an 
envelope postmarked December 3, 
1957. Thereafter, a determination was 
issued assessing the employer with a 
penalty in the amount of $10 pur- 
suant to the provisions of Section 
pi i 

The referee, in overruling the de- 
termination of the Industrial Commis- 
sioner, accepted the statement of a 
person associated with the employer’s 
accountant, that the employer did not 
receive the request for the data in due 
course after it was mailed on Novem- 
ber 14, 1957, possibly because such 
mail was misdirected. 

The person who appeared on behalf 
of the employer admittedly had no per- 
sonal knowledge of the facts. No sug- 
gestion was made by him that he was 
the one in charge of receiving mail on 
behalf of the employer. His sugges- 
tion that the mail may have been mis- 
directed was deemed mere conjecture 
by the Appeal Board and the determi- 
nation of the Commissioner was sus- 
tained. 

It is likely that the Appeal Board 
would have found in favor of the em- 
ployer in this case and eliminated the 
penalty had there been testimony by 
the witness for the employer that the 
witness was the person in charge of 
receiving the mail in behalf of the 
employer and that the notice demand- 
ing the wage and employment infor- 
mation had been misdirected and not 
received by the employer on time. 

Two cases involving the right of 
principal stockholders to collect un- 
employment insurance benefits even 
though the claimants continued to hold 
their capital stock interest in the for- 
mer employer corporations were de- 
cided in favor of the claimants in- 
volved. 
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Federal Taxation 


Decisions and Rulings—BERNARD BARNETT, CPA 
Guest Editor 


Commentary —Committee on Federal Taxation 
Chairman, HERBERT M. MANDELL, CPA 


DECISIONS AND RULINGS 


REOPENING OF CLOSED CASES sonnel, nor does it have the authority to 
ee reopen or require the reopening of any 

Under the 1952 reorganization of the closed tax case. The authority to reopen 
Internal Revenue Service, cases closed closed cases is vested in operating officials 
by the Auditing Division are subject only. ; ae 
to several reviews. One review is by The operating officials in whom this 
the regional analyst who reviews on a 2Uthority has been delegated by the 


selective basis taxpayer settlement files Commissioner are the district director, 
for the following reasons: (1) to de- ‘¢gional commissioner and assistant 
termine whether the settlements have ‘gional commissioner (Audit). ” 
been based on a proper interpretation IR continues: 


: Commissioner Latham said the Regional 
of the law, and (2) to determine the Analyst’s review of examined closed cases 


adequacy of the audit procedure. An- is for the purpose of discovering and iden 
other review which may lead to the _ tifying the kinds of procedural and technical 
reopening of cases is that of the In- errors which occur most frequently so that 
ternal Audit Division of the Inspection 2PPropriate measures can be taken to i 
. 5 ‘ prove the quality, technical adequacy, and 
Service, working outside the operations uniformity of the entire audit activity. 


line of authority. (TIR No. 160, May It is not designed, he said, to check in- 
27, 1959.) dividual agents, and since good tax = 
ae < . istration demands that closed cases shou 
Commissioner of Internal Revenue not be reopened without strong cause, it is 


Dana Latham adverted, in this TIR, — Service policy not to reopen cases closed 
to the confidential Internal Revenue _ in the District Director’s Office unless they 


Manual procedures with respect to the involve errors that are substantial, both in 
. amount and in relation to the taxpayer’ 
reopening of closed cases. He stated 144) liability, or unless there is evidence 


that the policy of the Internal Audit of fraud or collusion. 

Division of the Inspection Service on This subject was dealt with at com 
closed tax cases as defined in the In-  derable length more than two yeas 
ternal Revenue Manual is as follows: 


Internal Audit does not and will not Ep. Nore. Richard S. Helstein, CPA, wil 
superimpose its judgment as to technical resume his regular editorship of this de- 
determinations on that of technical per- partment with the October 1959 issue. 
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ago in the Progress Report of the 
Mills Subcommittee on Internal Rev- 
enue Taxation (Internal Revenue Ad- 
ministration, Progress Report to Com- 
mittee on Ways and Means, April 22, 
1957). In its report the Subcommittee 
noted that a material obstacle to the 
settlement of tax cases is the knowl- 
edge on the part of the examining offi- 
cer and the taxpayer that a case may 
be reopened after being closed by the 
Auditing Division. The Subcommittee 
expressed the view that while a review 
of closed cases is desirable in the in- 
terest of uniformity, the reopening of 
cases where no fraud or collusion is 
involved appeared to be unjustified. 
The Subcommittee’s report repro- 
duced a memorandum from the then 
Commissioner of Internal Revenue 
Harrington to all regional commission- 
ers and district directors, dated March 
15, 1957, which closely paralleled the 
wording of the Internal Revenue Man- 
ual previously quoted. The Service 
further advised the Subcommittee that 
review of a technical issue in a closed 
case was not considered to be a proper 
function of Inspection Service employ- 
ees, but that in the past “reopenings 
may have been caused in the reorgani- 
zational process by reason of excessive 
zeal or misunderstanding of their func- 
tions.” In its report, the Subcommittee 
expressed its conclusion that the ex- 
istence of a review of closed cases out- 
side the examining officer’s own chain 
of command has a tendency to prevent 
the exercise of independent judgment 





BERNARD BARNETT, CPA, is a part- 
ner in the firm of Apfel & Englander, 
Certified Public Accountants, and 2 lec- 
furer on accountancy and taxation at the 
Bernard M. Baruch School of Business and 
Public Administration of the City College 
of New York. Mr. Barnett, a past chair- 
man of the Fiduciary Accounting Commit- 
fee of our Society, is currently serving as a 
member of the Committee on Federal 
Taxation. 


by the examining officer. The Sub- 
committee stated further that the tax- 
payer’s willingness to settle is also af- 
fected if he knows that the settlement 
may be upset even on a minor point 
without the examining officer’s line of 
command. 

In an interesting sidelight, the 1957 
Subcommittee hearings produced the 
statement by Assistant Commissioner 
(Operations) Stowe that, as a practi- 
cal matter, cases settled by the Appel- 
late Division are not subject to the 
reopening procedure provided that the 
settlement was not obtained by fraud 
or material misrepresentation of fact. 
Such a settlement reached in the Ap- 
pellate Division can normally be con- 
sidered a final one, safe from reopen- 
ing by either the Service’s regional 
analysts or Internal Auditors of the 
Inspection Service. 


SUPREME COURT RESOLVES 
DEALER RESERVE CONFLICTS 

The determination of when income 
properly accrues is of vital interest 
to CPAs. Not always does the inter- 
pretation of tax law conform to gen- 
erally accepted accounting practice. 
In November, 1958 this department 
(Commentary section, page 840) dis- 
cussed the dilemma faced by in- 
stallment dealers in such items as 
automobiles when confronted with the 
Treasury Department’s contention that 
amounts withheld and credited to 
“dealer reserve accounts” by finance 
companies discounting installment pa- 
per constitute income at the time the 
amounts were credited on the books 
(Rev. Rul. 57-2). The amounts in the 
dealer’s reserve account, retained to 
take care of possible losses, is not 
generally available to the dealer when 
credited. The usual stipulation that 
the amount of the reserve has to equal 
a certain percentage of the total install- 
ment paper outstanding raises the bar- 
rier to availability. Dealers keeping 
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their books on the accrual basis have 
normally deferred the amounts in such 
reserves and have not reported them 
as income until they become un- 
qualifiedly available. 

Code Section 446 gives the tax- 
payer the right to use the accrual basis 
of accounting. A succinct definition 
of the term “accrual basis” is found 
in the Spring City Foundry Co. case 
(292 U. S. 182 (1933); aff'g CA-7, 
67 F. (2d) 385). In this decision 
Chief Justice Hughes stated: “Keep- 
ing accounts and making returns on 
the accrual basis, as distinguished from 
the cash basis, import that it is the 
right to receive and not the actual 
receipt that determines the inclusion 
of the amount of gross income. When 
the right to receive an amount becomes 
fixed, the right accrues.” Using this 
line of reasoning the contention of the 
Commissioner, usually supported by 
the Tax Court, that the balances in 
the dealer reserve accounts constituted 
income was tested in a number of 
cases before seven of the eleven U. S. 
Circuit Courts of Appeals with con- 
flicting results. Only two of the Cir- 
cuits ruled in favor of the Commis- 
sioner; five held that the dealer did 
not have to report the “dealer’s re- 
serve” as income until it is payable 
to him. 

Based upon appeals from Seventh, 
Eighth and Ninth Circuit cases, the 
U. S. Supreme Court has now resolved 
the controversy in favor of the Treas- 
ury Department. In Hansen, Baird, 
Glover, __ U. S. —_, 6/22/59 (rev’g 
John R. Hansen, CA-9, 258 F. (2d) 
585; rev’g Burl P. Glover, CA-8, 253 
F. (2d) 735; aff’g Clifton E. Baird, 
CA-7, 256 F. (2d) 918) the Supreme 
Court rejected the argument that the 
substance of the transactions was a 
loan from the finance companies and 
banks to the customers, and viewed 
the matter, rather, as a sale of install- 
ment paper. It ruled that the amounts 





reserved and recorded as liabilities to 
dealers on the finance companies 
books constituted a fixed right to re. 
ceive the reserves. The Court, para. 
phrasing Chief Justice Holmes, fur 
ther stated that “it is the time of ac. 
quisition of the fixed right to receive 
the reserves and not the time of their 
actual receipt that determines whether 
or not the reserves have accrued and 
are taxable.” The Court, admitting 
that the funds in the reserves were not 
presently available to the dealers, com- 
mented that they were nevertheless 
owned by the dealers and that “it isa 
normal result of the accrual basis of 
accounting and reporting that taxes 
frequently must be paid on accrued 
funds before receipt of the cash with 
which to pay them.” 

In this latest case, the Court has 
once again upheld and emphasized 
the Commissioner’s broad powers in 
determining whether accounting meth- 
ods used by a taxpayer clearly reflect 
income (Arthur M. Brown, 291 
U. S. 193 (1934); Automobile Club 
of Michigan, 353 U. S. 180 (1957)) 
and the Commissioner’s right, believ- 
ing that an accounting method en- 
ployed “does not clearly reflect in- 
come,” to require that “the computa- 
tion shall be made in accordance with 
such method as in [his] opinion . . , 
does clearly reflect the income” (Sec. 
446 (b), IRC 1954). 


EMPLOYEES’ MOVING EXPENSES 


An individual moving from ont 
place to another to accept new em- 
ployment must of necessity incur ex 
penses. These expenses will include 
the cost of moving himself, his im- 
mediate family, household goods and 
personal effects. The employee, at 
ready employed, also is faced with 
similar costs when his permanent 
place of employment with the same 
employer is changed. Oftentimes the 
new or continuing employer will tt 
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imburse these moving expenses. At 
other times, particularly in the case 
of new employment, the individual 
must bear these expenses himself. 

Any such moving expenses borne 
or reimbursed by the employer are 
deductible by him. Such disbursements 
would constitute ordinary and neces- 
sary business expenses. On the other 
hand a question arises as to the tax- 
ability of any reimbursement received 
by the employee from the employer. 
Here the Treasury Department and 
courts have set forth a definite pat- 
tern. Reimbursed moving expenses re- 
ceived from a new employer are tax- 
able to the employee (Rev. Rul. 55- 
140); Sherrill O. Woodall, et al., 255 
F. (2d) 370 (1958), cert. denied 358 
U. S. 824). Amplifying this position, 
the Internal Revenue Service in its 
recently issued Rev. Rul. 59-236 has 
made it clear that the expenses of an 
employee’s moving from one location 
to another in order to take up new 
employment are personal expenses and 
not deductible by the employee 
whether they are paid for him or re- 
imbursed to him by the employer. The 
ruling emphasizes that any payment by 
the new employer, whether by way of 
allowance, reimbursement, or directly 
to a moving company constitutes tax- 
able wages for Federal Insurance Con- 
tributions Act, Federal Unemploy- 
ment Tax Act and withholding tax 
purposes. 

Where the moving expenses arise 
because of the transfer of an employee 
from one place of employment to 
another place of employment for the 
same employer, the taxability of any 
reimbursement received depends upon 
the purpose of the transfer. If the 
move was made primarily for the 
benefit of the employer, reimburse- 
ments received by the employee do not 
constitute taxable income to him. In 
such a case, however, if the moving 
allowance or reimbursement received 


exceeds the actual moving expenses, 
the excess is includible in the em- 
ployee’s gross income (Rev. Rul. 54- 
429). Where, however, the employee’s 
transfer to a new permanent station 
is primarily for his own benefit, the 
moving expense reimbursement repre- 
sents compensation and is includible in 
gross income (Rev. Rul. 55-140, su- 
pra; Woodall, supra). 

Moving expenses paid or incurred 
by an employee in moving to a new 
job in another locality, which are not 
reimbursed, are not deductible by him. 
They are considered to be personal 
expenses (McClain, 2 BTA 726 
(1925); Forest W. Rice, TC Memo 
1954-15 (1954)). Unreimbursed ex- 
penses paid by an employee resulting 
from his transfer to a new permanent 
location for the same employer would 
also be considered personal expenses 
and as such not deductible by the em- 
ployee. 


VOLUNTARY SAVINGS PLAN IN 
CONNECTION WITH A DEFERRED 
PROFIT-SHARING PLAN 


Qualified profit-sharing plans offer 
substantial tax savings to employees 
(including stockholder-employees). 
The corporate employer obtains a cur- 
rent deduction for his contributions 
to the plan, while the employee is not 
taxed on his share until a distribution 
is made to him. Meanwhile, the in- 
come earned by the profit-sharing 
trust is also tax free until distributed 
at a later date. 

Tax savings in connection with de- 
ferred profit sharing are even greater 
when coupled with a voluntary sav- 
ings plan. Employees, within certain 
limits, may use the profit-sharing trust 
as a depositary for their own savings. 
The income earned thereon is tax free 
until ultimately paid to the employee, 
at which time it is subject to capital 
gain rates, along with the employer’s 
portion, if it is paid in a lump sum. 
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A recent Revenue Ruling 59-185 
outlined the areas within which such 
a plan may be operated. The Internal 
Revenue Service permits employee 
contributions to such plans provided 
the contributions are not in excess of 
ten percent of compensation. Of 
course, the additional contributions 
voluntarily given by the employees 
must be used only for the purpose of 
providing benefits to the individual 
contributor in addition to the benefits 
to be provided by the employer’s con- 
tribution. 

Such a voluntary plan is to be dis- 


; 


tinguished from a pension or profit. 
sharing plan in which the employee is 
required to contribute in order to 
participate in the plan. In these cases 
care must be exercised to see that the 
employer contributions are not 50 
large as to be burdensome for lower 
paid employees and thus discrimina- 
tory in favor of highly paid employees, 
The Internal Revenue Service has 
ruled that a requirement of employee 
contributions in excess of six percent 
of compensation will be deemed pre- 
sumptively burdensome. (Rev. Rul. 
57-163.) 


COMMENTARY 


DEDUCTIBILITY OF PRIOR 
YEAR STATE TAXES 


The proper year for deducting prior 
year state taxes by accrual basis tax- 
payers has become a very important 
problem for multi-state corporations 
as a result of two recent Supreme 
Court decisions (Northwestern States 
Portland Cement Co. v. Minnesota, 
U. S. Sup. Ct. No. 12, February 24, 
1959, and Commissioner of Georgia 
v. Stockham Valves and Fittings, Inc., 
U. S. Sup. Ct. No. 33, February 24, 
1959). Under the doctrine established 
by these cases, a state is empowered 
to collect income taxes from corpora- 
tions even though they may not main- 
tain a place of business within the 
state. As a result, many multi-state 
corporations will probably be required 
to pay income taxes to states for prior 
years where no returns were filed. 
When will such prior year tax liabilities 
be deductible by an accrual basis tax- 
payer? 

It seems probable that the Internal 
Revenue Service will allow the accrual 


of such tax liabilities in the year in 
which there is an acknowledgement of 
liability (Rev. Rul. 57-105, 1957-1 


CB 193 modifying GCM 25, 298, CB 
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1947-2, 39). Based on this ruling the 
deduction would not be allowable in 
the respective income years if no re- 
turns were filed since the liability was 
not admitted at that time. 

The prior GCM held that unpaid 
contested taxes are not deductible un- 
til the controversy is settled. In order 
to have a “contest,” the GCM re- 
quired a court contest or a bona fide 
contest lodged with the taxing author- 
ities. However, Rev. Rul. 57-105 ex- 
panded the term “contest” so that it 
apparently includes any situation in 
which the taxpayer does not volunteer 
the payment of the tax at the pre- 
scribed due date because he believes 
that no tax is due. Specifically, the 
ruling holds that a taxpayer cannot 
accrue additional state taxes until “the 
amount is finally determined by litiga- 
tion or default, or when the taxpayer 
acknowledges his liability to the State.” 
For example, a taxpayer who agrees 
with the Internal Revenue Service in 
the year 1958 to an increase in federal 
taxable income for the year 1956 will 
not be allowed to deduct the almost 
automatic increase in the 1956 New 
York State franchise tax until 1958 
It would follow that a multi-state cor 
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poration affected by the Supreme 
Court decisions, which has not filed 
state returns for prior years, has not 
admitted liability for such years and 
accordingly should not be required to 
accrue state taxes in the respective 
income years. 

Neither does it appear that state tax 
deficiencies arising from the Supreme 
Court decisions in 1959 are accruable 
in the year 1959 solely by reason of 
such decisions, except by the two cor- 
porations directly involved in the 
cases. For example, suppose that in 
the year 1959 the State of Georgia 
sends “Multi-State Corp.” income tax 
forms for all prior years and requests 
completion of the forms and payment 
of the taxes due thereon, citing the 
Supreme Court decisions. It would 
seem that the Georgia income tax is 
not deductible in the year 1959 if 
Multi-State Corp. refuses to comply 
with this request in 1959 on the advice 
of tax counsel that the Supreme Court 
decisions are not squarely applicable 
to it, or that the Georgia income tax 
law does not by its own terms cover 
the taxpayer, or for some other reason. 

On the other hand, if Multi-State 
Corp. admits its Georgia income tax 
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liabilities in the year 1959 by an act 
such as recording them on the books 
or, preferably, advising Georgia that 
the returns will be filed in due course, 
then accruals should be allowed in 
1959. If the act of admission is de- 
ferred, for example, until 1961, then 
that should be the year of deductibility. 
Of course, if there is any question 
as to whether an act constitutes an ad- 
mission of liability (for example, set- 
ting up a “Reserve for Georgia In- 
come Taxes”), the deduction should 
be claimed in the return for the year 
in which the first such admission oc- 
curred. Furthermore, because of a lack 
of certainty on the question of what 
constitutes a tax contest, serious con- 
sideration must be given to protection 
against the running of the statute of 
limitations on the year in which the 
state first asserts a liability for the tax. 
In this connection Section 1311 (b) 
(2)(B) will be useful to protect the 
taxpayer’s rights to a refund if it is sub- 
sequently determined that the state tax 
deficiencies were accruable for a year 
prior to the one in which the taxpayer 
claimed the deduction, provided that 
a refund for such prior year was not 
barred at the time the return on which 
the deduction was claimed was filed. 
In summary, Rev. Rul. 57-105 
seems to move from the position “no 
accrual for state taxes if there is a 
contest,” to the position “no accrual 
for state taxes if there is no acknowl- 
edgment of liability.” Literally, it ap- 
pears that a taxpayer who was ob- 
viously negligent in failing to file a 
state tax return and claiming the de- 
duction therefor, might apply the rev- 
enue ruling in claiming a deduction in 
the later year, but it is very doubtful 
if such result was intended or will be 
allowed. Caution is also advised in 
relying on this ruling to defer accruals 
and deductions for liabilities other than 
royalties, rents, bonuses, 
“contest” under 
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etc.) unless there is a 
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the stricter definition of the GCM. The 
revenue ruling appears to have beep 
issued for practical reasons (avoiding 
the necessity of revenue agents adjust. 
ing for increased state taxes resulting 
from federal adjustments) and should 
be used with reservations in other 
areas until it has been tested. 


EXTENSION OF TIME TO FILE SHARE- 
HOLDERS’ CONSENT TO REVOCATION 
OF SUBCHAPTER S ELECTION 


The proposed Subchapter S$ regula- 
tions at Section 1.1372-4(b) (2) pro 
vide that a revocation of an election 
can be made only with the consent of 
all the shareholders at the beginning 
of the day of revocation. At Section 
1.1372-4(c) it is stated that generally 
a termination by revocation is effective 
for the taxable year in which it is made 
and for all subsequent taxable years if 
it is made during the first month of 
that year. If the revocation is not 
made during the first month of the 
taxable year, it is effective for the 
taxable year following the year in 
which it is made, and for all subsequent 
years. The timing of an election of 
revocation obviously can be of great 
importance. 

_Recently a corporation decided to 
revoke its election to be taxed under 
Subchapter S but one of its stockhold- 
ers was out of the country and his 
signature could not be obtained within 
the required time. An extension of 
time to file his consent to the revoca- 
tion of the election was obtained under 
the provisions of the Internal Revenue 
Code, Section 6081, which covers other 
documents as well as income tax ft 
turns. Regulations thereunder provide 
that any person standing in close per- 
sonal or business relationship to the 
taxpayer may sign an extension request 
in any case in which the taxpayer is 
unable to sign by reason of illness, 
absence or other good cause. In this 
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case the request was signed by the cor- 
porate president, also a stockholder. 


PITFALLS IN BARGAIN SALE 


So much has been written about the 
benefits of sale and leaseback of real 
property that a few words of caution 
pertaining to certain pitfalls are appro- 
priate. 

Consider a typical closely-held cor- 
poration which is in need of working 
capital and which owns a plant having 
a fair market value greatly in excess of 
its adjusted basis. What happens when 
the corporation sells the plant to a 
stockholder and then continues to oc- 
cupy it on a rental basis? True, the 
corporation now has additional work- 
ing capital and can deduct the rental on 
the higher realistic current basis. How- 
ever, before recommending such a sale, 
the practitioner should familiarize him- 
self with Regulations Section 1.301- 
1(j) which provides that if property 
is transferred to a shareholder (who 
is not a corporation) for an amount 
less than its fair market value, then the 
shareholder is taxed with a dividend 
upon the difference. This is known 








as a bargain purchase or bargain sale. | 


Accordingly, the shareholder should be | 


careful that the selling price is not 
less than the fair market value as of 
the date of the sale. 

Furthermore, the tax adviser should 
look at Section 1239 which provides 
that if a sale of depreciable property 
is made between an individual and a 
corporation more than 80 percent in 
value of the outstanding stock of which 
is owned by such individual, his spouse, 
his minor children and minor grand- 
children, then any gain from such sale 
of property is taxed as an ordinary 
gain. Consequently, if the stockholder 
controls (in the above manner) over 
80 percent of the value of the stock, 
the corporation will not be able to 
report a capital gain on the sale of 
the plant. Inasmuch as this section is 
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credit... 
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TALCOTT 


We’ll help you to help your 
Client by providing special- 
ized finance service to accu- 
rately fit every need. Write or 
phone for full details about 
how we can be of service. 


Talcott’s Special Financing... 


© Accounts Receivable (Non-Notification) 

@ Inventories @ Machinery & Equipment 

e Installment & Lease Sales @ Factor- 
ing (Notification & Non-Notification) 


James Talcott, Inc. 


FOUNDED 1854 


221 FOURTH AVENUE, NEW YORK 3, N. Y. 


ORegon 7-3000 
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limited to depreciable property, that 
portion of the gain applicable to the 
sale of the land would still receive 
favorable capital gains treatment. 


LEASEHOLD IMPROVEMENTS BY 
A RELATED SUBLESSEE 


Under Section 178, added to the 
Code in 1958, the amortization of 
leasehold improvements in the case of 
a related lessor and lessee shall be 
over the remaining useful life of the 
improvement. A novel question arises 
as to what period should be used in 
computing amortization in the follow- 
ing situation. A parent rents land from 
an unrelated person under the terms 
of a 40-year lease, without renewal 
options. It then subleases the land to a 
wholly-owned subsidiary (a “related 
person” under Section 178) for a 
period of 15 years, and the subsidiary 
constructs a building, having a useful 
life of 50 years, on the leased premises. 

On the basis of the literal language 
of the Code, it would seem that the 
period to be used in writing off the 
leasehold improvements would be 50 
years, the useful life of the building. 
The purpose of Section 178, however, 
is to prevent an artificially fast write- 
off of depreciable property by means 
of leases between related parties. Since 
the parent in this case could have writ- 
ten the improvement off over its non- 
renewable 40-year lease, the intention 
of the law seems to be satisfied if the 
subsidiary uses that 40-year period 
rather than the 50-year useful life. 
The Fishing Tackle Products Company 
case, 27TC 638 (1957), would sup- 
port this conclusion, although such 
case was decided prior to the addition 
of Section 178 to the Code. 


NON-RESIDENT ALIEN ESTATE TAX 


A non-resident alien is subject to 
estate tax on that part of his gross 
estate which, at the time of his death, 


is situated in the United States, Ip 
calculating the taxable estate, only a 
portion of administration expenses, 
funeral expenses and indebtedness of 
the deceased non-resident alien, can 
be deducted. Section 2106(a)(1) 
states that the allowable deduction js 
equal to the portion of the total de- 
ductions for expenses and indebtedness 
which the value of the gross estate 
situated in the United States bears to 
the value of the “entire gross estate,” 
wherever situated. It is immaterial 
whether these expenses and indebted- 
ness were incurred or expended within 
or without the United States. Estate 
Tax Regulation Section 20.2103-1 
states that the “entire gross estate” 
of a non-resident alien does not in- 
clude real property situated outside 
the United States. 

The application of the Code and 
Regulations, as noted above, may te- 
sult in unusual determinations. Ad¢- 
ministration expenses incurred in the 
country of domicile normally include 
executors’ commissions and legal ex- 
penses. In many cases, the amounts 
of such commissions and legal fees are 
determined in an amount equal to 
fixed percentages of the estate ad 
ministered by the executor. If the 
estate, situated in the country of domi- 
cile of the non-resident alien, includes 
real property, it is not unusual for the 
executor’s commissions and often legal 
fees to be based on the total estate 
including this real property. 

Let us assume the following facts 
with respect to the estate of a nor 
resident alien: 

Gross estate in the U. S. .... $ 100,000 
Gross estate situated outside 
the U. S. (excluding real 


PIODERY) assassvsiertserresron aes 50,000 





“Entire gross estate”. $ 150,000 


————_,_,_,, 





Real property situated outside 
<{] | 4 Seen $1,050,000 


——— 
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Administration expenses: 
Executor’s commissions: 
Commissions on assets in the 


U. S—5% of $100,000 $ 5,000 
Commissions on assets out- 
side the U. S—5% of 

SL TOO OOD! cc ccsssscceacescesss 55,000 

MBO  ccseacnacaresetecrsrecsacene $ 60,000 


For simplicity’s sake, let us assume 
that there were no other deductible 
expenses or debts. The determination 
of the taxable estate on Form 706NA 
would be as follows: 


Gross estate situated in the 
DS ss ccrvccxedsinpecxastncmnscaieasccinass $100,000 
Deduction for administration 
RUMP GS)' <cgasccccstcsssachisasscasteascicssee 40,000* 
Taxable estate (before ex- 
GEMNON)). ~ cictscschacciccassacstavereses 60,000 


Specific exemption allowable 
for non-resident alien ........ 2,000 
Taxable estate .......... $ 58,000 





* $60,000 commissions x 
100,000 (Gross estate in U. S.) 
150,000 (Entire gross estate) 





From the above calculations, it can 
be seen that, as a practical matter, the 
major part of the deduction allowed 
for administration expenses consists of 
commissions based upon real property 
located outside the United States, which 
teal property is excluded both from 
the determination of the gross estate 
in the United States and the “entire 
gtoss estate.” This result, however, 
is the only one which can be arrived 
at from a literal application of the 
Code and Regulations. It should be 
borne in mind that although execu- 
tors’ commissions are normally calcu- 
lated as a percentage of the estate 
administered both in the United States 
and in the country of domicile, these 
expenses are a general charge upon 
the estate as a whole, and cannot be 


considered as expenses directly related 
to any specific assets. 

It should be further noted that the 
estate of a citizen or resident alien of 
the United States does not include real 
property located outside the United 
States. Yet the administrative expenses 
attributable to this property are deduct- 
ible in computing the taxable estate. 
While it is not usual that a substantial 
portion of a citizen’s or resident alien’s 
estate is made up of real property 
located outside the United States, such 
a situation could produce unusual 
results. 


PURCHASE OF “PUT” NOT CON- 
SIDERED DISPOSITION OF STOCK 
ACQUIRED UNDER RESTRICTED 
STOCK OPTION 


In the July 1959 issue, this depart- 
ment pointed out that an employee 
may wish to protect himself against 
the future decline in the value of 
stock acquired by him through the 
exercise of a restricted stock option. 
If the employee exercised his option 
and then immediately sold his stock 
he would be denied capital gain treat- 
ment on the sale for the reason that 
he disposed of his stock within six 
months after acquisition. 

It was pointed out that the employee 
could protect himself against a pos- 
sible decline in the value of the stock 
by purchasing a “put,” covering the 
identical shares acquired under the 
stock option, on the same day the 
shares are acquired, providing he iden- 
tifies the shares with the “put.” 

In July 1959 the Treasury Depart- 
ment, in Rev. Rul. 59-242, affirmed 
the use of this procedure in holding 
that the purchase of a “put” to sell 
stock acquired upon the exercise of a 
restricted stock option, would not of 
itself constitute a disposition as defined 
in Code Section 421(d) (4). 
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Be sure, right from the start, that job candidates are 
fully qualified. Highly specialized positions call for our 
highly specialized screening methods which omit nothing 
—automatically include such fine points as checking and 
submitting written reports on all references. For all your 
employment needs, call the 
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ACCOUNTING SPECIALISTS Bookkeepers 
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staffed by experts with success- 2° Full Charge and Assistants ©: 
ful backgrounds in all phases = Credit Managers and 


- > ie fz Assistants 
of financial administration. ® Office Managers 
Supervisors and Staff 


Payroll, payables, 
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3 General accounting 
509 FIFTH AVENUE, N. Y. 17, N.Y. 2 personnel : 
MU 7-3250 











FINANCING 
ACCOUNTS RECEIVABLE 


Lowest Rates e- Non- Notification 


Our methods are simple to figure— 
Specialized individual attention given 
to each account. 


May we hear from you regarding your 
clients’ needs? 


PARAMOUNT FACTORS, INC. 
303 FIFTH AVENUE, NEW YORK 


MUrray Hill 4-7988 
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Classified Section " 


RATES: “Help Wanted” 20¢ a word, minimum $5.00. ‘‘Situations Wanted” 10¢ a word, minimum 2 
$2.00. “Business Opportunities’ 15¢ a word, minimum $3.00. Box number, when used, is two 
words. Closing date, 10th of month preceding date of issue. ro 
ADDRESS FOR REPLIES: Box number, The New York Certified Public Accountant, 355 Lexington re 
Avenue, New York 17, N. Y. W. 
CI 
SITUATIONS WANTED or methods assignment with accounting N. 
firm. Box 1812. a 
Immediately Available, accountants, office Accountants Reports, expertly typed on titi 
meat bookkeepers. Bookkeepers & Ac- IBM, accurate, attractive, low rate, hourly, of 
countants Division, Maxwell Employment monthly, call evenings. LE 4-8336. 18( 
Agency, 130 West 42nd Street, N. Y. C., CPA, many years diversified public exper: cP 
tad ee meaner aia ence, tax accounting, internal procedures, = 
Financial Executive, CPA, _law degree, analysis and research, inquiries invited in hig 
many years diversified experience, public, strictest confidence, Niagara Frontier. Bor $0C 
private, recently assistant comptroller na- 1821. tec! 
tional manufacturing company seven years, wo! 
seeks more challenging opportunity, salary BUSINESS OPPORTUNITIES cP 
open. Box 1792. Mail and Telephone Service, desk provided | °° 
CPA, attorney, tax specialist, former reve- for interviewing, $6.50 per month, directory J“! 
nue agent and technical adviser, seeks per isting. Modern Business Service, 505 Fifth — 8 
diem arrangement involving tax research, Avenue (42nd Street). cP. 
planning, protests, and audits. Box 1793. Practice Wanted, substantial terms, know- sific 
Financial Reports, tax returns, etc., typed how offered overburdened or retiring pra- | 
expertly, experienced, electric, picked up titioner, CPA, N. Y., N. J., AICPA, EE, ~ 
and delivered, reasonable rates. L. Corona, BA. Box 1795. CP. 
MU 7-3890, FI 7-1312. __, Well Equipped CPA Firm, will purchase all | °™° 
Per diem, CPA, law degree, 15 years varied oy part of the practice of overburdened or a 
tax and audit background, will travel. Box retiring accountants, substantial cash ot 80 
1794, attractive retirement arrangements will be CP: 
Per diem, CPA, Nassau County resident, offered. Box 1796. offic 
diversified experience, good tax background, (Certified Public Accountants, midtown, vd 
10-12 days monthly, $30. Box 1803. practice $125,000 to $150,000, seek merger a 
N. Y. CPA, age 34, northern N. J. resident, with practitioner grossing $75,000 or better. Mai 
specialist in motor transportation, with ex- Box 1797. My 


cellent experience in many diversified in- We Act As Your Secretary, mail, telephone Fif 
dustries, currently working private com-  geryice, $5.00 per month, mail and mes $31 
pany with $4,000.00 outside practice, inter- sages forwarded, private desks and offices 


ested in per diem work with partnership as _ayailable, convenient to all transportation. CPA 
goal if practice expands, have contacts. Abbott Service, 147 W. 42nd St., Cor. two 
Box 1805. Broadway. _— 
Certified Public Accountant, member of CPA, attorney, 37, gross fees $13,000.00, 
the New York State Society since 1940, desires association with retiring practitioner Offi 
seeks per diem position with accounting or progressive firm. Box 1798. = 
firm. Box 1807. CPA, with established practice seeks ass0- po ’ 
CPA, tax accountant, LLM taxation, ex- ciate between 35-45 years with self-sup- 

perienced tax research, planning, protests porting practice, to explore possibility of aa 
and petitions, available per diem N. Y. C. continuance upon retirement, Queens, pleas ship 
area. Box 1808. write in detail, responses confidential. Box J “4 
Privately Employed CPA, desires to widen 1799, rs 
experience with N. Y. C. practitioner, professional Systems Consulting Servic 50 
evenings or Saturday. Box 1810. available to assist practitioner's staff SD ps 
Controller, many years experience as ac- these areas: IBM, data processing, produc Offic 
counting executive and financial manager, tion control, paperwork simplification, com bcp 


mercantile and manufacturing background, munications and space utilization. System’ a 
expert methods and work simplification, Associates, Box 2862, Grand Central Ste poe 
seeks controllership medium size company tion, New York 17. esin 
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BUSINESS OPPORTUNITIES 
Private Office, unfurnished, attractive, in 
CPA suite, midtown, 10%’ x 121%’, two 
windows, air-conditioned, vinyl papered 
walls, carpeted floors, dignified reception 
room, additional space for secretary if 
required, lease, immediate possession. 
WI 7-2345. 
CPA, mature, with attractive office, 
N. Y. C., is desirous of combining with 
capable self supporting well rounded prac- 
titioner to explore the possibility of merger 
or association, write short resume. Box 
1800. 
CPA, who has adopted electronic machine 
method of posting the G/L that has proved 
highly time saving and effective seeks as- 
sociation with CPA firm to learn the new 
technique and be available for overflow 
work. Box 1801. 
CPA, 38, $5,000 practice, good tax back- 
ground, will purchase accounts or partner- 
ship interest, willing to work per diem lead- 
ing to same. Box 1802. 
CPA, AICPA, NYSSCPA, 15 years diver- 
sified experience, seeks to become asso- 
ciated with overburdened practitioner or 
one planning retirement. Box 1804. 
CPA, age 45, 20 years diversified experi- 
ence, has $7,500.00 practice and free time, 
seeks association for mutual benefit. Box 
1806. 
CPA, with attractive completely equipped 
office, lower Westchester, wishes to share 
it with another practitioner, view to merger. 
Box 1809. 
Mail, telephone, listing, desk space, in pri- 
vate and semi-private new attractive offices. 
Radio City Business Service, Inc., 570 
Ane Avenue, New York 36, N. Y., Clrcle 
5-3111, 
CPA, NYSSCPA member, $10,000 gross, 
two days per week available time, seeks 
association with overburdened practitioner. 
Box 1811. 
Office Space, for rent, two furnished rooms 
in 3-room Manhattan law suite, reasonable 
rent, prime John Street address. CO 7-4505. 
CPA, 33, 11 years experience in public ac- 
counting wishes to purchase either partner- 
ship interest, preferred, or practice in N. Y. 
area, substantial funds available. Box 1813. 
CPA, 391 East 149th Street, wishes to share 
750 square feet office space with other ac- 
countant. Harry Eisenberg, MO 9-0097. 
Office Space, midtown CPAs, air-condi- 
tioned, suitable one-man practitioner, $60 
Per month. BR 9-7827. 


CPA, 30, extensive diversified experience, | 


desires position or association with over- 





| 
| 
| 





burdened practitioner leading to early part- 
nership. Box 1814. 

CPA, 475 Fifth Avenue, N. Y., has private 
office to sublet, share secretarial services. 
LE 2-5237. 

CPA, N. Y., N. J., AICPA, NYSSCPA, 
MBA, age 40, $25,000 practice, can arrange 
70% free time, seeks merger with larger 
practitioner, or partnership interest, sub- 
stantial cash available, and very attractive 
retirement arrangement. Box 1815. 


Florida and New York CPA, member 
NYSSCPA, located Miami, substantial and 
diversified experience, available for audits 
of your Florida clients, special examina- 
tions, inventories. Box 1816. 

CPA, with attractive office in Broadway- 
Chambers Street area wishes to share same 
with another practitioner, $35.00 per 
month. WO 2-0570. 

Valley Stream, air-conditioned office space 
in attorney’s office, excellent location, rea- 
sonable rent, services available. VA 5-7217, 
9 te. 5. 

CPA, attorney, young, Society award winner, 
10 years accounting experience, proven 
ability, tact and personality, seeks associa- 
tion with elderly or retiring practitioner. 
Box 1817. 

CPA, with a substantial gross, N. Y. City 
and out of town clients, fully equipped and 
attractive mid-town office, seeks association 
with practitioner with quality practice, op- 
portunity for partnership arrangement. Box 
1818. 

CPA, desires to purchase several small ac- 
counts, write-ups, etc., cash available. Box 
1819. 

CPA, N. Y., desires to purchase practice or 
individual accounts in N. Y. C. or Long 
Island, will consider partnership arrange- 
ment. Box 1820. 
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Complete Surveys of 
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744 BROAD ST. NEWARK 2,N. J. 
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RENT SECURITY 


your clients hold earn its keep?, 


Suggest to the Landlords and Real Estate Agents among 

your clients that they use a single Ninth Federal RENT 

SECURITY Trust Account for all the security funds under their 
control. Then RENT SECURITY will ‘earn its keep’ -+- PLUS! 
The share of each tenant will be insured to $10,000. by the 
Federal Savings & Loan Insurance Corporation. You, individually, 
or on behalf of a corporation (within a $10,000. limitation) 

are always welcome to use our many services. Drop 
in at any office and learn why NINTH FEDERAL i 
is really the HOME OF SAVINGS + PLUS. Sifas 


NINTH FEDERAL wie 
AND LOAN ASSOCIATION 


Manhattan — WI 7-9119. Hours: Monday thru Thursday 9-3; Friday 9-6 
1457 BROADWAY at Times Square, N. Y. 36 805 U. N. PLAZA at E. 45th St, x 
Bronx — Hours: Monday 9-3 and 5-8; Tuesday thru Friday 9-3 : 
66 E. BURNSIDE AVE. at Walton Ave., Bronx 53 1580 WESTCHESTER AVE. at Manor Ave., 


NINTH FEDERAL SERVICE — Complete... Prompt... Courteous 
Resources over $100 Million 


HOBSON MILLER PAPERS 


for Accountants and their Clients 











a one stop source... 








paper for offset and mimeo... | 


for duplicator, verifax and 
ozalid . . . and a complete 
envelope printing service .. . 


HOBSON MILLER 
PAPER CO., INC. 


280 LAFAYETTE ST. 
NEW YORK 12,N. vy. | WOrth 6-0400 














Ask to see one of our paper specialists 
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OVERHEAD EXPENSE INSURANCE 


For Public Accountants 


e Rent, Utilities, Employees’ Salaries, ete. which continue 
during a disability due to Accident or Sickness, may be 
insured up to $1000 a month for one year. 


e This coverage supplements the Weekly Indemnity and 
Medical Expense Insurance carried by many members of 


the New York Society of CPAs. 


e Available at moderate rates to applicants under age 64 
who qualify physically. For cost and other particulars 
phone or write 


HERBERT L. JAMISON & Co. 


270 MADISON AVENUE, NEW YORK 16 ° MUrray Hill 9-1104 
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/ LOANS 
/ LOWEST RATES ) 


7, NON-NOTIFICATION 
SERVICE FACTORS Co. (aegend / 


Your Clients 
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yy 450 SEVENTH AVE. NEW YORK, N. Y. 


F 25 Years V/ 
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Directed by a Certified Public Accountant * Placements throughout U.S. and abroad in smy 
companies and giant corporations; in small and national CPA firms ¢ Careful Screening 
Strict adherence to job specifications ¢ Thermo-Fax copies of resumes prepared 
requested ¢ Two offices, New York-Queens ¢ Pioneers in accounting placements. 


THE 
ACCOUNTANT- FINDERS 


RoBERT HALF 


PERSONNEL AGENCIES 


PUBLIC 


130 W. 42 STREET, N.Y. C. 36 Supervisor 


° Seniors 
LOngacre 44-3834 o perigee 
a Tax Men 


Systems Men 
Stat. Typists 


CORPORATE 

Controllers 

Asst. Controllers 

Office Managers 

Treasurers 

Cost Men 

, Internal Accountants 

Chief Accountants 

Internal Auditors 

Financial Analysts 

Budget Analysts 

Investment Analysts 

Systems Analysts 

Fiduciary and Trust 

SEC Specialists 

IBM Specialists 

IDP Specialists 

Consolidation Accts. 

Property Accountants 
Our files of internal accountants include thousands of persons _—~Payroll Supervisors 
from large and small industry. Our rapid checking system Accts. Payable Super. 

. ° = ‘ ; Accts. Receivable Super. — 

permits us to select competent applicants by job-classification Govt. Contract Admin 
and by industry specialization. For example: A Controller Tax Men 
with ad agency experience; A Chief Accountant from a major Credit Managers 
metal products firm; A Bookkeeper with a textile background. Bookkeepers 








